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PUBLICATION DATA

Thisis the first edition of the California Public Fund Investment Primer (Primer). The
Primer may be accessed on the California Debt and Investment Advisory Commission’s
(CDIAC's) web site at www.treasurer.ca.gov/cdiac or printed copies may be obtained from
CDIAC by calling (916) 653-3269. Thereis acharge to recipients who request a printed copy of
the Primer to cover the costs of printing and mailing.

In the future, CDIAC intends to periodically update portions of the Primer as dictated by
changesin law or other events (although CDIAC cannot assure readers that such updates will
aways be made). Updated sections of the Primer that are published will be made available on
CDIAC s internet web site (www.treasurer.ca.gov/cdiac) and may be downloaded as
replacement pages for those affected sections. This document reflects current law as of
December 31, 2004. CDIAC cannot assure the accuracy of this report beyond this date as a
conseguence of changesin law, authorities, or financial markets that occur subsequent to the
publication of this Primer.

The Primer is designed to provide accurate and authoritative information in regard to the
subject matter covered; it has been provided with the understanding that, through the Primer,
neither the authors nor CDIAC are engaged in rendering investment, accounting, legal, or other
professional services. This Primer should not be construed as legal advice or opinions on any
specific facts. Readers should consult appropriate professional advisersif professional services
are sought.
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PREFACE

FUNDAMENTAL PUBLIC FUND INVESTMENT CONSIDERATIONS

The fundamental considerations for the investment of public funds are safety,
liquidity and yield. Preservation of principal (or safety) isthe first and most important
consideration of public investment. Public agencies address the safety consideration
through the implementation of an investment program that controls exposure to many risks,
including risk of principal loss through excess exposure to market or credit risk.* The
public investment program must provide for third party custody of the agency’s assets to
avoid the possihility of principal loss through theft or collusion, and must avoid strategies
that may provide higher yield, but hold risk that is inappropriate for the public agency.

The second consideration of public fund investment is liquidity. Public agencies
invest funds that are intended to meet their ongoing demands for cash for operations and
capital spending. One of the agency’s objectives must be to structure a portfolio that
ensures adequate cashflow to meet both anticipated and unanticipated expenditures when
needed. Beyond projected cashflow needs, the agency must be prepared for the
unexpected, such as when actual revenues fall short of projections due to aweakening
economy. The agency can meet this need with additional short-term investments or
securities that can readily be sold without the risk of a significant loss of principal to meet
unexpected cashflow needs.

The third consideration of public fund investment (after safety and liquidity needs
are met) isyield. Investment income and portfolio growth are important to public agencies
to provide necessary funds for budgetary purposes. With preservation of principal and
liquidity accounted for, public agencies must seek reasonable rates of return on their
investments.

The Cdlifornia Debt and Investment Advisory Commission’s (CDIAC’s) California
Public Fund Investment Primer (Primer) is organized to assist public agencies and others
(for example, agency staff) in understanding and evaluating the above-described
investment considerations. The Primer provides guidance for developing, implementing,
and managing an investment program that addresses the basic considerations of public
investment—one that strikes an appropriate balance among safety, liquidity and yield
considerations.

State and local government officials and their staff are constantly challenged with
making decisions relating to investment portfolio selection and management. Investment
decisions may relate to a wide variety of funds, each having different restrictions and
purposes. The Primer has been devel oped to be a practical handbook for public fund

! See CHAPTER 2, CONCEPTS AND TERMINOLOGY, TERMS RELATING TO INVESTMENT
EVALUATION, SAFETY for adiscussion of meaning of “market” and “credit risk.”
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investment. The Primer is intended to be of use to broad groups of individuals and entities
involved in the investment of public funds, including (1) members of the applicable
agency’s governing body, management, finance, and treasury staff, (2) outside
professionals, such as broker/deal ers and investment advisers who work with local agencies
on their investment programs, and (3) members of the public seeking more information
about public agency investments. Examples of how the Primer can be used are as follows:

A finance director or an agency’s treasurer might consult the Primer for
examples of Requests for Proposals (RFPs) for financial and investment
advisers, bank custodians, broker/dealers and others;

Members of a public agency governing body might review information
regarding their level of responsibility to the investment program, and/or seek
additional information about their investment policy or portfolio reporting
requirements;

Treasury and finance staff might find definitions of individual securities,
including risk factors and interest calculations, that match their objectives for
safety, liquidity, and yield;

An agency’s consultants might find information in the Primer that will assist
them in being more responsive to their public agency clients' needs; and

Members of the public might find key information about public fund investing.

Readers should note that each public agency is unique, and while the Primer can be
of use to various types of public agencies not everything contained in the Primer is
applicable to every public agency (e.g., not al investments described in the Primer should
be part of an agency’s portfolio).

The Primer is organized in a similar manner to CDIAC' s California Debt Issuance
Primer. Chapters of the Primer are written to promote quick access to information
regarding public fund investment. The Primer addresses the roles and responsibilities of
various participants involved in public fund management, the types of investments
available, investment portfolio development, administration, operation, and applicable legal
and ethical issues. Readers of the Primer are provided with an overview of the above-
described topics together with practical tools (such as sample contracts and checklists) to
assist in prudent investment decision-making and management.

CALIFORNIA DEBT AND INVESTMENT ADVISORY COMMISSION

The Primer furthers the goals of CDIAC by providing a practical investment
reference manual with timely and accurate information and “tools’ to those charged with
the responsibilities of public investment. CDIAC (formerly known as the California Debt
Advisory Commission) was established in 1981 as the State of California s clearinghouse
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for public debt issuance information. 1n 1996, CDIAC's name was changed and its
purposes expanded to cover public investment. Inthisarea, CDIAC has a primary
responsibility of promoting the best practices in the area of California public fund
investment management by reviewing state and local investment practices, by researching
local investment issues, by publishing reference materials, and by providing technical
assistance to local governmental entities. CDIAC is statutorily required to collect second
and fourth quarter investment reports as well as annual investment policies from cities and
counties to further its educational and research responsibilities. CDIAC also sponsors
seminars focusing on public fund investment and produces reports and briefs on topical
issues such as investing in callable securities. CDIAC maintains an Internet site which can
be found at www.treasurer.ca.gov/cdiac.

ORGANIZATION OF THE CALIFORNIA PUBLIC FUND INVESTMENT
PRIMER

The Primer contains chapters each devoted to a particular topic relating to public
fund investment.

Chapter 1: Responsibilities of Public Fund Investment describes the roles and
responsibilities of participants typically involved in public fund management, including
investment officials, legidative bodies, oversight committees, investment/financial
advisers, broker/dealers, and trustees/custodial banks.

Chapter 2: Investment Concepts, Terminology, and I nstruments defines and
describes typical investment concepts and terms, and types of individua instruments
available for public fund investment (including their characteristics, safety, liquidity and
yield).

Chapter 3: Investment Portfolio Devel opment and Management discusses
investment policies, investment portfolio reporting, cashflow forecasting for both operating
and capital funds, credit risk evaluation, structuring a portfolio, and evaluating a portfolio.

Chapter 4: Other (Non-Surplus) Fund Investment describes various issues relating
to the investment of tax-exempt bond proceeds and pension funds.

Chapter 5: Liability and Ethical I1ssues describes certain liability issues for those
responsible for public fund investment and ethical issues impacting public fund investment.

Two appendices describe resources available to local officials and samples of
documents, RFPs, rating agency tables, checklists, and other matters. Anindex asois
provided to assist readers in locating specific investment-related topics and terminology.

Xi
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RESPONSIBILITIES OF PUBLIC FUND
INVESTMENT

This chapter discusses the roles and responsibilities of the principal participants
involved in public fund investment, including their oversight, legal, and fiduciary
obligations.

Severa persons or entities and their staff typically are involved in public fund
investment; these persons or entities generally include the following:

A legidative body;

An investment officid;

An oversight committee (in certain circumstances)/advisory committee;
An investment adviser;

A financial adviser;

A broker/desler;

A trustee; and/or

A custodial bank.

Typicaly, the chief responsibility for investment lies with the legidative body
and/or investment official. Generally, day-to-day responsibility for investmentsis
delegated to the investment official with oversight responsibility provided by the legidlative
body. An oversight committee, if formed, may report directly to the legidative body and/or
the investment official. An advisory committee, if formed, may report directly to the
investment official and/or the chief administrative officer of the local governmental

agency.

Consultants typically hired to assist the investment officia in investing public funds
include investment advisers, financial advisers, and/or broker/dealers; these consultants
typically report to the investment official. Trustees and custodial banks frequently are
retained by the investment official for safekeeping purposes. Figure 1 illustrates the
persons and entities involved in public fund investment and their reporting relationships.
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Figurel
Legidative Body *

Oversight/ Investment
Advisory Officia

: 3

Committee A A A
Investment Financial Broker/ Trustees? Custodial
Advisers* Advisers? Deders* Banks*

! Delegates to and provides oversight of the investment official.

2 primarily responsible for day-to-day investment.

3 Oversight committee provides monitoring/feedback to investment official and legislative body; advisory
committee can provide opinionsto investment official.
* Provides services to investment official.
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ROLE OF THE LEGISLATIVE BODY

DESCRIPTION. The legidative body of a public agency isthe elected or
appointed group that has the primary policy setting role. For cities, thisis the elected City
Council. For counties, it is the elected Board of Supervisors, and for districts it may be an
elected or appointed body, such as a school board or awater district board.

ROLES AND RESPONSIBILITIES. The authority of the legidative body to
invest or reinvest funds of alocal agency may be delegated for a one-year period by the
legidative body to the treasurer of the local agency who assumes full responsibility until
the delegation is revoked or expires. The delegation of authority may be renewed annually.
If delegated, the treasurer must make a monthly report of transactions to the legidative
body (see California Government Code Section 53607). Other investment reports that the
treasurer may provide to the legislative body are discussed at length in CHAPTER 3,
INVESTMENT REPORTING.?

The investment function of certain public entities, such as school districts, is
overseen by other public agencies, such aslocal offices of education (see Chapter 1213,
Statutes of 1991 (AB 1200) and California Education Code Section 41015). For county
funds deposited in the county treasury, the board of supervisors may delegate their
fiduciary responsibility to the county treasurer. If such adelegation occurs, the board of
supervisors is no longer afiduciary; nor isit subject to the prudent investor standard (see
California Government Code Section 27000.3 and Section 53607). Notwithstanding
delegation, and except as described above, the legidative body’ s responsibility typically
includes an oversight function, as described below.

Counties may use an oversight committee to assist in satisfying their oversight
function (as specified in California Government Code Section27131); cities and other
public agencies a'so may elect to do so, though state law does not establish any guidelines
for these agencies. If the agency uses such a committee, roles and responsibilities of these
committees should be clearly set forth (see CHAPTER 1, ROLE OF THE OVERSIGHT
COMMITTEE).

OVERSIGHT FUNCTION. The oversight function of the legidative body
involves reviewing the policies and reports of investment officials and oversight
committees, if provided. A public agency treasurer may “render” an annual investment
policy to his’her legidlative body at a public meeting (see California Government Code
Section53646). In addition, atreasurer may produce a quarterly investment report to be
given to hig’her legidative body. Thisreport is separate ard distinct from the required
monthly transactions report described above. In addition, if cities and counties submit
copies of their annual investment policy and/or their second and fourth quarter investment
portfolio reports to their legidative bodies, they must also submit them to CDIAC. State
law governs the content of both the investment policy and the quarterly report (see

2 While Government Code Sections 53646(a)-(b) were changed in 2004 to remove the mandatory
requirements that local agencies submit copies of their investment policies and quarterly investment reports to
their legislative bodies and oversight committees, Section 53646(k) “encourages the local agency officialsto
continue taking the actions formerly mandated by this section.”
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California Government Code Sections 53607 and 53646; CHAPTER 3, INVESTMENT
POLICY; and CHAPTER 3, INVESTMENT REPORTING).

Redlistically, the oversight function probably is best exercised through an oversight
committee, assuming that the committee has the necessary independence and expertise to
perform thisrole (see CHAPTER 1, ROLE OF THE OVERSIGHT COMMITTEE).

KEY QUESTIONSTO ASK INVESTMENT STAFF. Thefollowing are some
key questions the members of the legidative body might consider asking investment staff
regardi ngsthe public investment function to assist in the fulfillment of their oversight
function:

What is the level of experience and expertise of those individuals who are
performing the investment function?

Are the resources devoted to the investment function adequate for the needs of
the agency? If not, what enhancements are needed? [For local agencies with
oversight committees]

Was the oversight committee’ s opinion sought during the preparation of the
annual investment policy (if such a committee exists and if the policy is
completed)?

In what aress, if any, does the local agency’s investment policy differ from the
California Government Code?

Are the investments of the agency in compliance with state law and with the
investment policy of the agency?

What is the general composition of the current portfolio by type of security,
issuer, credit rating of investments, and liquidity (e.g., a breakout of securitiesin
the portfolio into maturity increments such as overnight, one day to six months,
six months to one year, €tc.)?

If the local agency invests in corporate securities, is there an approved list of
corporations in whichthe local agency may invest? What corporations are on
the current list, and how frequently is this list reviewed?

Does the local agency have an approved list of broker/dealers? What
broker/dealers are on the current list, and how frequently isthislist reviewed?
What are the percentage transactions by broker/dealer (that is, does the local
agency rely too heavily on one broker/dealer rather than “shopping” for the best
ded)?

3 Investment staff may not be able to answer some of the questions listed (such as questions regarding the
average maturity and effective duration of the portfolio) without the assistance on an investment adviser
because of the technical information required. Theinability to answer such questions should not necessarily
be viewed as a significant shortcoming or inability to effectively manage the public agency portfolio.
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What is the average maturity and effective duration of the portfolio? What will
be the impact on the investment performance if interest rates should change
rapidly, for example, by 1 percentage point in the next 30 to 60 days?*

What is the market value of the investments as compared to the cost of those
investments? Where there is a significant difference, how did this difference
arise? If market value is less than cost, how will that difference impact future
earnings compared to current earnings?

What was the pricing source(s) for the calculation of the market value of the
investments in the portfolio and do they fairly represent the value of the
securities?

What (if any) deficiencies in the investment function were identified by the
agency’s annual audit of the financial statements, or any other audit of
investments, and how are they being addressed?

If the investment report compares the agency’s monthly, quarterly or even
annual yields or total returns with those of a widely recognized market index,
are the yieldg/total returns comparable?

In addition, care should be taken to avoid some common mistakes made by those
who are responsible for overseeing the investment function:

Beware of claims of high returns or of dramatically favorable comparisons with
the returns of other agencies; such claims suggest that the agency may be taking
greater risks, especialy if there is a dramatic difference in effective durations.

Understand that there is more than one standard method of calculating return on
investments (see CHAPTER 3, EVALUATING A PORTFOLIO,
EVALUATING THE RESULTS OF THE INVESTMENT PROGRAM). The
method used by government agencies, known as “earned interest yield,” should
not be used to compare performance with that of other agencies unless the
period of comparison is at least two or three years, or a complete interest rate
cycle, and unless the investment policies of the respective agencies are similar.
One reason is that “earned interest yield calculations,” over short periods of
time, can be affected dramatically by the timing of sales of securities because
changes in market value are recognized only when the security is sold. Only if
the short-term earnings are expressed as “total rate of return” and not as “ earned
interest yield” are they truly comparable with commonly used indices.

* Thiswill indicate whether the value of the securities, and hence investment returns, are in jeopardy as a
result of long maturities, the overall interest rate level, and/or the mix of premium and discount securities.
The maturity-related concept of “duration” is useful here. For example, if the portfolio has aduration of “3”,
this means that a one percentage point change in interest rateswill cause the value of the portfolio to change
by roughly three percent in the opposite direction.
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ROLE OF THE INVESTMENT OFFICIAL

DESCRIPTION. Under Californialaw, the governing body of the agency
generally has primary responsibility for investment of public funds (see California
Government Code Section53600.3). For some agencies, such as school districts, other
entities (such as a governing board or county office of education) oversee the investment
function (see Chapter 1213, Statutes of 1991 (AB 1200) and California Education Code
Section41014).

The authority of the legidative body to invest or reinvest funds of alocal agency
may be delegated for a one-year period by the legidative body to the treasurer of the
agency, who assumes full responsibility until the delegation is revoked or expires; such a
delegation may be renewed (see California Government Code Section53607). Itis
common practice for the legidative body to delegate its investment responsibility. For
California counties, the board of supervisors may delegate investment responsibility to the
county treasurer pursuant to California Government Code Section 27000.1.

For agencies with large amounts of surplus funds to invest, the primary investment
official often employs individuals with portfolio management expertise to assist with the
daily investment function.®  In addition, some agencies retain investment and/or financial
advisers to perform some or al of the day-to-day investment duties (see CHAPTER 1,
ROLE OF INVESTMENT ADVISER and CHAPTER 1, ROLE OF FINANCIAL
ADVISER). However, such delegation does not relieve the investment official (or
legidative body) of his or her fiduciary responsibility as described below.

Investment officials typically also are responsible for performing other investment-
related functions in accordance with prudent investor standards and pursuant to specific
requirements of state law. These functions include preparation of the agency’s monthly
investment transaction reports and any other reports the agency may produce (such as an
investment policy and/or quarterly investment report). Additional responsibilities,
somewhat related to the investment of surplus funds, often include banking administration,
cash management, and investment of bond proceeds. It is important that segregation of
duties and responsibilities be maintained in the investment of public funds (e.g., “back
office” functions such as confirming trades, giving instructions to the custody bank, and
pricing the portfolio should be separated from the investment decision- making function). In
addition, some investment officials are involved in the investment and/or the administration
of deferred benefit (i.e., pension) and defined contribution funds. See CHAPTER 4,
PENSION FUND INVESTMENT, for afull discussion.

FIDUCIARY RESPONSIBILITIES AND PRUDENT INVESTOR
STANDARD. Theinvestment official is afiduciary subject to prudent investor standards.
Generaly, al governing bodies of California public agencies and persons authorized to
make investment decisions for those agencies are fiduciaries and therefore subject to the

®Such local agencies should encourage investment staff to improve their portfolio management skills by
obtaining certifications, such as Chartered Financial Analyst.
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prudent investor standard (see California Government Code Section 53600.3 and
Section27000.3).

California Government Code California Section’53600.3 defines the prudent
investor standard as acting “... with care, skill, prudence, and diligence under the
circumstance then prevailing, that a prudent person acting in a like capacity and familiarity
with those matters would use in the conduct of funds of a like character and with like aims,
to safeguard the principal and maintain the liquidity needs of the agency.” Individuals
charged with the responsibility of investing public funds improve their chance of meeting
the prudent investor standard by following a strict professional discipline. Prudent
investment entails considerably more than simply selecting the appropriate securities.

Prior to purchasing the first security, the investment official must identify the
agency’ s objectives and capabilities, and then should consider formulating an investment
policy. See CHAPTER 3, INVESTMENT PORTFOLIO DEVELOPMENT, for afull
discussion of investment policy development. Only then can an investment strategy be
formulated and investments purchased. After the investment policy is formulated and
investments purchased, economic and market conditions, as well as the agency’ s cash flow
requirements, should be monitored and reported on a systematic basis. Finally, adjustments
in investment strategy should be made when needed as a result of changesin an agency’s
financia circumstances, including objectives and cash flow needs, as well as economic and
market conditions. These pointsare described in Figure 2.
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Figure2
Prudent I nvestment Consider ations
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A large body of literature has been developed to assist the investment professional
in the goal of meeting prudent investment standards. See APPENDIX A for alist of select
publications. This Primer adds to that body of literature, yet is geared specificaly to the
California public investor.

Delegation of investment duties does not relieve the primary investment official of
his or her fiduciary responsibilities under Californialaw (see California Attorney General
Opinion No. 95-807). Whether an investment official delegates responsibilitiesto internal
staff or to athird party (such as an investment adviser), the investment official is
responsible for ensuring that the investment process is managed prudently, professionaly,
and in accordance with al legal requirements; this requires that the primary investment
official(s) take an active role in the development of investment policies and strategies,
ensure that reporting is timely and complete, monitor compliance, credit quality, and
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performance, and follow-up on any adjustments in strategy necessitated by changesin
agency objectives, cash flows, or economic and market conditions. Note that these
responsibilities require a considerable commitment of time and effort (including o going
education) by the primary investment official; this time commitment should be taken into
consideration when evaluating the costs and benefits of delegation.

ETHICAL ISSUES. Sinceinvestment officials often are responsible for managing
large amounts of cash, they often are subjected to significant pressures from elected
officias, individuals, and businesses that stand to benefit from their actions. In recognition
of these potential influences, those who manage investments on behalf of others have
always been held to the highest standards of professional conduct.

In addition to a prudent investor standard, certain other legal requirements are
imposed on those responsible for public fund investment. See CHAPTER 5, LIABILITY
AND ETHICAL ISSUES for afull discussion. However, beyond the legal requirements, it
is strongly recommended that each agency aso incorporate within its investment policy
standards of ethical conduct for the individuas involved with the investment process.

11
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ROLE OF THE OVERSIGHT COMMITTEE/ADVISORY COMMITTEE

DESCRIPTION. Cdiforniacounties may establish treasury oversight committees,
pursuant to California state law. Under California Government Code Section 27131, the
board of supervisorsin counties that invest surplus funds may establish a treasury oversight
committee. The board of supervisors, in consultation with the county treasurer, establishes
the size of the committee, which must be at leas three members and no more than el even.
The county treasurer nominates members to the committee, who are then confirmed by the
board of supervisors. California Government Code Section 27132 specifies the categories
from which the membership of the oversight committee must be appointed. They include:

The county treasurer;

The county auditor, auditor-controller, or finance director;

A representative appointed by the county board of supervisors;
The county superintendent of schools or his’her designee;

A representative selected by a magjority of the presiding officers of the
governing bodies of school districts and community college districtsin the
county;

A representative selected by a magjority of the presiding officers of the
legidlative bodies of the special districts in the county that are required or
authorized to deposit funds in the county treasury; and

Up to five members of the genera public, a mgority of which must have
expertise or a background in public finance while the remaining members must
be economically diverse and bipartisan in political registration.

Moreover, members of the oversight committee may not be employed by any entity
that has made a contribution to (a) the campaign of candidates for the office of any local
treasurer, or (b) candidates for the legidative body of any local agency that has deposited
funds in the county treasury in the previous three years or during the period the candidate is
amember of the committee (see California Government Code Section27132.1). There are
additional prohibitions on committee members regarding raising campaign funds. Perhaps
the most restrictive prohibition is that no member of the oversight committee may work for
bond underwriters, bond counsel, security brokerages or dealers, or financial services firms
with whom the county treasurer does business, either during his or her tenure on the
committee or for one year after leaving the committee (see Government Code Section
27132.3).

Many cities and other public agencies, although not covered by the above cited
code sections, have made a decision to use treasury oversight/advisory committees in the
belief that they are an important element of the overall investment function. In some of
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these agencies, the legidative body appoints committee members. In others, the chief
administrative officer or treasurer appoints committee members. Size, membership,
qualifications, and responsibilities of these committees are determined locally. While not
required by law for public agencies other than counties, oversight/advisory committees can
play an important role in the overall investment process.

RESPONSIBILITIES. While the California Government Code describes in great
detail the composition of, as well as restrictions on, the membership of county oversight
committees, it provides minimum guidance regarding the duties of the committees. The
oversight committee shall review and monitor the county treasurer’s annual investment
policy; it also is required to “cause an annual audit to be conducted to determine the county
treasury’ s compliance” with the California Government Code sections dealing with
oversight committees (Sections 27130-27137). While the county treasurer must provide
the oversight committee with the agency’ s investment policy, there are no reporting
requirements for the committee itself.

For public agencies other than counties, the responsibilities of an oversight/advisory
committee are determined locally. All agencies should consider charging
oversight/advisory committees with specific responsibilities and specific reporting
requirements. These responsibilities and requirements should be spelled out in the
agency’sinvestment policy or oversight/advisory committee charter (see CHAPTER 3,
INVESTMENT POLICY). At minimum, the oversight/advisory committees should
establish regular meeting times, record minutes, specify information to review, and report
regularly to the appointing authority.

Oversight/advisory committees can offer valuable input to the investment policy
document, and serve as an independent reviewer of compliance, risk, and controls.
Oversight/advisory committees also can provide useful feedback and opinions to the
investment official and/or legidative body. However, Government Code Section 27137
does limit the role of the oversight committee compared with those individuals, such as the
county treasurer, charged with investment or fiduciary responsibilities. Section 27137
states:

“Nothing in this article shall be construed to allow the county treasury
oversight committee to direct individual investment decisions, select individual
investment advisors, brokers, or dealers, or impinge on the day-to-day operations of
the county treasury.”

In times of heightened scrutiny of local investments, the existence of an established,
independent, and well- functioning oversight/advisory committee (whose roles and
responsibilities are clearly defined) can provide helpful review of investment policies and
feedback/opinions on overall investment practices. In particular, an advisory committee
can be used as a valuable resource by the investment official to act as a sounding board for
discussing the merits of new strategies or investment products, provide perspectives on the
economy, experience or insight on investment tools to enhance portfolio management or
reporting, render moral and technical support for policy changes, and provide its own
unique perspective to assist investment staff in their overall management of the local
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agency’s assets. ldeally, such information and advice may be useful in preventing hasty
and ill-conceived new policies and procedures from being adopted under challenging
€economic circumstances.

KEY QUESTIONSTO ASK STAFF REGARDING
OVERSIGHT/ADVISORY COMMITTEES. Thelegidative body, as well as staff,
must be assured that they are receiving competent, independent, and complete information.
Therefore, it is very important that the composition and duties of any oversight/advisory
committee be carefully considered and understood. When an oversight/advisory committee
is used, the following questions should be considered:

Who is on the committee and what are their qualifications? Are there members
of the financial community as well as agency officials represented on the
committee?

How many members comprise the committee and how often do they meet?

What is the role of the committee? Does it have input into the investment
policy?

What investment-related reports does the investment official provide to the
committee?

Does the committee offer advice to the treasurer or investment official or
merely report its findings and observations to the chief administrative officer
and/or legidative body?
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ROLE OF THE INVESTMENT ADVISER

DESCRIPTION. Investment advisers are professionals with experience, training,
and specia expertise in the area of investment management®. Investment advisers receive a
fee for their service. Certain investment advisers specialize in the management of local
agency funds.

With a few limited exceptions, investment advisers must register with the Securities
and Exchange Commission or the California Department of Corporations (see FEDERAL
AND STATE REGULATION below). However, there is no required license exam or
certification for investment advisersto be registered with state or federal regulatory
agencies. Unlike attorneys and physicians, for example, investment advisers do not
necessarily follow a specified academic curriculum or pass a certain test or standard to be
deemed to be qualified. Many investment advisers have pursued advanced education and
training to learn and enhance their professional expertise and skill level. Beneficial
academic training might include advanced degrees (a Master’s of Business Administration)
with a focus on finance and/or investments.

The Chartered Financial Analyst (CFA) Institute (formerly, the Association for
Investment Management and Research (AIMR)), the primary trade organization of
investment professionals, has developed the Chartered Financial Analyst (CFA) program—
an intensive, three-year course of independent study culminating with an annual
examination for each of the three levels of proficiency that tests knowledge and skills
fundamental to the professional practice of investment management. The CFA charter is
recognized globally as a measure of charter holders competence and integrity in the field
of investment management.

For safety considerations, and to comply with California Government Section
53601, local agencies should not permit an investment adviser to retain custody of the
agency’s cash or assets. The only exception to this rule occurs if the adviser also is a bank,
or asubsidiary of abank. In that case, it may be satisfactory for that bank’s trust
department to hold the assets in custody. A third-party custodian typically holds public
funds under management (see CHAPTER 1, ROLE OF THE CUSTODIAL BANK).

FEDERAL AND STATE REGULATION. Investment advisers with assets under
management of $30 million or more are registered with and regulated by the Securities and
Exchange Commission (SEC), under the Investment Advisers Act of 1940 (Act). The Act
requires investment advisersto file an initial application, known as the Uniform
Application for Investment Adviser Registration or “Form ADV,” with the SEC. They also
must file an annual updating amendment, as well as an amendment any time a significant
change has occurred at the firm. The SEC requires investment advisers to maintain
extensive records, and has the authority to sanction advisers who break the law or rules
established under the Act. The SEC conducts routine inspections of advisers' records

® In this document, the names investment adviser, investment consultant, money manager, and investment
manager are used interchangeably.
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about once every five years, and may initiate an inspection on the basis of an investor
complaint. Advisers registered with the SEC also must submit a simplified filing with
securities authorities in the states in which they do business.

Investment advisers with assets under management of less than $30 million are
regulated by the states in which they do business. In California, such investment advisers
register with the California Department of Corporations.

It isimportant to note that the regulatory authorities do not review the credentials or
gualifications of advisers, nor do they “approve’ or endorse any advisory firm or
individual. Therole of the regulatory authoritiesis to enforce the securities laws and not to
judge the qualifications of individual advisers.

INVESTMENT ADVISORY RELATIONSHIPS. Public agencies should seek
investment advisers that have experience in managing portfolios that have the
characteristics and constraints of public agency portfolios. Experience ideally should be
with fixed- income securities rather than equities, rea estate, or foreign bonds. Public
agencies should seek advisers that are experienced with the securities authorized by the
California Government Code, although such direct experience need not be mandatory if the
adviser has other related experience. For example, hands-on portfolio management
experience with public agencies in other states or high quality portfolios of corporations or
not-for-profit agencies may provide an appropriate background for the management of
California public agency portfolios; however, the local agency should ensure that the
investment adviser is completely aware of the limitations and requirements of state law and
local policies.

California public agencies engage investment advisers under a variety of
arrangements. The most common include:

Discretionary portfolio management. Discretionary managers have the authority
to execute investment transactions for their clients under the guidelines of governing law,
policy, and written or oral instructions. The advantage of discretionary management is that
it limits the amount of time agency staff must spend on the investment function on adaily
basis, freeing their time for other duties.

Non-discretionary management. Non-discretionary managers work in asimilar
way to discretionary managers, except that they must contact the client with their
recommended transactions prior to trade execution. The client may give or withhold
authorization to execute the recommended transactions. Either the manager or the public
agency client may be responsible for settling the trade at the public agency's bank in
accordance with the contractual agreement between the two parties (see CHAPTER 1,
ROLE OF THE CUSTODIAL BANK).

Consulting relationships. Investment advisers may provide ongoing consultation
to a client who prefers to execute the actual trade.

Project consulting. Sometimes a public official may wish to receive consultation
from an expert on a particular aspect of the investment program without retaining an
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investment adviser on an ongoing basis; examples of such projects might include
investment policy creation or review, analysis of an existing portfolio, annual review of the
investmert program, reinvestment of debt proceeds, or training on a particular aspect of the
investment function.

Individual investment advisory firms may provide any or al of the services
described above. Most frequently, discretionary and non-discretionary investment advisers
offer their services for afee based on a percentage of the assets under their management.
Those who provide ongoing consulting services may do so using an asset-based fee
schedule or aflat fee. Project consulting is most often undertaken on an hourly basis or for
aflat fee. Feesfor investment advisory services often are negotiable.

REASONSTO USE AN INVESTMENT ADVISER. There are many reasons
why public officials may choose to employ the services of an investment adviser,
including:

Perception of greater returns available from full-time expert management of the
investment program;

Confidence in the investment adviser’s ability to provide the service
professionally and appropriately;

Lack of internal technical resources, such as a portfolio accounting and
reporting system, and market information systems such as Bloomberg;

Lack of adequate staffing; perception of lower net cost to use the services of an
investment adviser rather than hiring additional internal staff to provide the
same function; and

Need for expertise with respect to special- use funds that have different
performance objectives and requirements than other public funds (e.g., a bond
reserve fund or a specia purpose trust fund).

Advantages of using an investment adviser. An investment adviser devotes his/her
time to investment management activities, unlike most typical local agency investment
officials. They dea with numerous broker/dealers on a regular basis and may have access
to better pricing of securities transactions. Their special training and expertise in the field
of investment management may provide the local agency clients with superior investment
strategies. An independent adviser, as compared to a broker/dealer, does not have an
inventory of securitiesto sell. Therefore, certain potential conflicts of interest (such as
salling a security from the firm’'s own inventory at a less favorable price than its fair market
value) may be avoided.

Disadvantages of using an investment adviser. As discussed above, investment
advisers charge a fee for their professional services. While investment advisers will state
that their services offer measurable value to local agencies beyond the costs the local
agenciesincur, it is up to the local agencies to perform the cost/benefit analyses. 1t may be
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advantageous, given the facts and circumstances, to utilize the services of afinancial
adviser or broker/dealer rather than an investment adviser for certain investment services.
For example, afinancial adviser might be beg able to assist alocal agency in investing
certain bond funds because of special knowledge relating to a particular bond transaction.
A broker/dealer might be useful for market information and a speedy trade for a particular
security. However, public agencies should be aware that conflicts of interest might arise
when using broker/dealers for investment advice. See CHAPTER 1, ROLE OF THE
FINANCIAL ADVISER and CHAPTER 1, ROLE OF THE BROKER/DEALER, for a
discussion of advantages and disadvantages.

Local agencies may tend to rely on investment advisers rather than developing in
house staff to perform many of the same duties. When feasible, they should use the
opportunity to develop staff to mitigate dependence on outside advisers. Whether the
agency uses in-house staff to carry out the investment program, or delegates some or all of
those duties to an outside adviser, officials at the agency till bear ultimate responsibility
for the investment function. Therefore, they must take an active role in determining the
appropriate investment policy and strategy, and in providing oversight to the adviser.

SELECTION PROCESS. Some public agencies may select an investment adviser
as aresult of their own previous experience and comfort level with that adviser, or on the
recommendation of other public agencies. More often, the selection process starts with a
Request for Proposals (RFP) for investment advisers, which is sent to known advisers, and
which may be advertised in local and/or trade publications.

RFP questions. RFPsfor investment advisory servicestypically will contain
questions to dlicit the following information from respondents. APPENDIX B includes a
sample RFP written to assist a public agency in the selection of a public fund investment
adviser:

Basic facts about the respondents, including address and form of organization,
assets under management, types of accounts under management, and staff
members and their qualifications,

Information about the firm’s investment philosophy and investment decision
making process,

A description of internal oversight of the portfolio manager(s) involved with the
account;

Information on who will handle the agency’s account, including the
qualifications and fixed-income management experience of thisindividual;

Experience with public agencies or other similar funds;

Portfolio accounting and reporting capabilities;
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Performance measurements, compared to benchmarks, that would be
appropriate for the agency;
Willingness and ability to provide additional services that the agency is
interested in receiving (e.g., assistance in drafting investment policies and
objectives; training for staff, management and elected officials; customized
reporting; etc.);
Professional liability/errors and omissions insurance;
Fees for various types of investment advisory services, and
References from other, ssmilar agencies.

Other questions aloca agency may consider asking the prospective adviser include:
What is the average sector distribution of all the portfolios your firm manages?
What is the average distribution of credit ratings among al of your portfolios?
What procedures does your firm have in place to address the potential or actua
credit downgrade of an issuer and to disclose and advise a client of the
Situation?

Have you ever had to submit to arbitration? Describe the situation and results.

Have any federa or state regulators censured you or other members of your
firm?

Has your firm ever signed a consent decree or pled “no contest” to a criminal
matter involving securities regulation?

Will you pay a“finder’s fee” or other compensation to any person if our agency
selects your firm to provide investment services?

Evaluation criteria The most important criteria for judging investment advisers
include the following:

Demonstrating the ability to comply with the California Government Code and
agency’s investment policy, as well as meeting an agency’ s defined investment
objectives for safety, liquidity, and yield;

Having a thorough understanding of the public agency’s investment objectives
and constraints;

Having an investment process that the adviser can demonstrate as historically
consistent with client investment goals in the context of market opportunities
and risks;
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Willingness to develop an investment plan that is reasonable and appropriate for
the individua agency;

Having a professional staff that has worked together and has successfully
managed assets through one or more full interest rate cycles,

Having a number of positive client references regarding customer service and
investment performance;

Being available for consultation and meetings with the agency; and

Having a quantifiable performance track record measured in accordance with
AIMR performance standards that, when compared to appropriate benchmarks,
is reasonable for the management style that is employed.

Red flags. There are certain “red flags’ that agencies should watch out for when
evauating investment advisers. These “red flags’ may indicate an incompatibility with
local agency objectives and require further clarification in the evaluation process:

Returns that greatly exceed the return on reasonable market benchmarks;

Investments that appear to promise higher yields than investments available
elsawhere in the market;

Lack of references and/or positive recommendations,

Professional staff that has worked together for a brief period of time (e.g., less
than one year);

“Guarantees’ of a certain financial outcome or result;
Fees based on sharing of “profits’ from investments;

Pressure to maintain custody of assets anywhere other than with an independent
third-party custodian;

Recent turnover in the ranks of primary portfolio manager(s) or other senior
personnel assigned to the transaction;

Unfulfilled promises to other clients revealed in reference checking;

References who report the adviser’s failure to adhere to investment guidelines
or policies,

Recommendations of unauthorized securities (i.e., long-term corporate bonds,
ingligible notes, bonds, or stock);

Reporting of results is not timely or regular;
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Failure to disclose any fee arrangement or fee sharing with any other participant
in the investment process;

Failure to file any required Form 700 under the Political Reform Act (see
CHAPTER 5, LIABILITY AND ETHICAL ISSUES);

Any history of disciplinary action on the part of regulatory authorities of either
the firm or the individua adviser;

Pressure to make investments urgently;

Insistence on an exclusive relationship with the adviser as the public agency’s
only provider of investment advice; and

Unfamiliarity with state law restrictions on investing and/or lack of experience
with investment of public fundsin California.

Adviser that has unusually high portfolio turnover rates, for example, that
generates excess fees and expenses. An adviser could generate excess custody
bank fees and staff cost for recording transactions to show activity but which do
not result in net benefits after costs to the public agency.

Advisers that report returns based on hypothetical or simulated portfolio results.
Also, those that report the highest return for their best performing portfolio for a
reporting period rather than the results for all portfolios managed.

Once RFPs have been received from investment advisers, the public agency may
decide to convene a committee or panel to review the proposals and interview finalists.
The agency may include the services of the investment consultant in this phase to assist in
the evaluation of the advisers' qualifications and performance history. ’

Background checks-SEC Registration/Form ADV. The local agency aso might
wish to undertake a basic background check of the potential investment adviser. It might
begin by examining the Form ADV (see CHAPTER 1, FEDERAL AND STATE
REGULATION for adiscussion of the Form ADV). Most advisers will provide a copy of
their Form ADV upon request at no charge.

“Part 1” of the Form ADV contains information about the adviser’ s business and
any criminal or disciplinary actions regarding its practices or interactions with clients.

" Most pension funds employ such consultants to choose and eval uate their investment advisers. Public
agencies can find these consultants who often are known as “ pension consultants,” by contacting their own
defined benefit pension plan administrator to see which consultants they know or use. Pensions &
Investments, a periodical designed for the pension industry, annually publishes alist of investment
consultants. Other resources include Standard & Poor’s Money Market Directory (www.mmdaccess.com)
and Nelson’s Directory of Investment Research, Nelson Information (January 1997).
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The SEC provides online access to any Form ADV, Part | filed electronically by
any registered adviser. In order to view the filing, go to the SEC website,
www.adviserinfo.sec.gov, and select “Investment Adviser Search.” Form ADV, Part | also
may be obtained from the SEC at the address below, at the cost of $0.24 per page.

United States Securities and Exchange Commission
Office of Public Reference

450 5™ Street, N.W., Room 1300

Washington, D.C. 20549-0102

Phone: (202) 942-8090

Fax: (202) 628-9001

Email: publicinfo@sec.gov

If the adviser istoo small to be registered with the SEC, Form ADV, Part | still may
be obtained from the adviser or from the state regulatory authority. In California, the state
regulatory authority is the Department of Corporations, which can be contacted at the
following address:

Department of Corporations
1515 K Street, Suite 200
Sacramento, CA 95814
Phone: (916) 445-7205
Fax: (916) 445-7975
Website: www.corp.ca.gov

“Part11” of the Form ADV contains information about the adviser’s services, clients
and investment and review process, as well as fee structure, education and experience of
investment professionals, and other affiliations, including fee arrangements with others, if
any.

Part 11 is not filed with the SEC, but is available from the adviser. As amatter of
law, any adviser must furnish to a client either a copy of the Form ADV, Part |1l or a
“brochure’ that contains all of the required elements of Form ADV, Part II. Asapractical
matter, most advisers choose to use the Form ADV, Part Il itself to meet these
requirements. Agencies considering hiring an investment adviser should obtain and read
carefully both parts of Form ADV (I and 11).

Credentials If an investment adviser offers a credential that the local agency is not
familiar with, a prospective client should consider contacting the organization granting the
credential and ask what it means, how the adviser qualified for it, and whether it entailsa
continuing education requirement. Loca agencies aso may wish to consider requiring
certain credentials of their advisers (e.g., CFA credential).

Other reference sources. Some investment advisers employ investment adviser
representatives, who are the investment and sales professionals who work with clients. In
some cases, these representatives must be licensed or registered with state securities
regulators. The record of any investment adviser representative (e.g., portfolio manager or
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sales representative) also may be checked for any regulatory actions, arbitration decisions,

and investor complaints. At the present time, records may be obtained only from the State
of California Department of Corporations (see address above). However, the SEC plansto
make such filing available in the near future.

In situations where financia information regarding an investment adviser subsidiary
of a broker/dealer firm isimportant to the decisionmaking process, prospective clients
should ask for acopy of the broker/dealer firm’'s Financial and Operational Combined
Uniform Single (FOCUS) Report for the most recent period. Broker/Deaers meeting
certain conditions outlined in Securities and Exchange Commission (SEC) Rule 17a-5 must
filea FOCUS report either monthly or quarterly, as specified. FOCUS Reports, however,
are not required of investment advisers who are not registered as broker/dealers.

In addition to the resources described above, certain public record information
about corporations, partnerships, limited liability companies, and many individualsis
available from Lexis-NexisO through its web page at www.lexis-nexis.com

Good investment advisers or broker/dealers will welcome your questions and offer
to assist in the background checking. Ask for explanations of any matter that is described

in the various filings. Sometimes disagreements may occur over the normal course of
business and result in minor regulatory actions or proceedings.

KEY ELEMENTSOF AN INVESTMENT ADVISORY AGREEMENT. Once
the RFP process and background checks are complete, the agency may select the adviser,
negotiate a contract, and retain the selected firm.

Key elements of the agreements should include, at a minimum, the following:
Term of the agreement;

Fees for investment management services, including a full description of how
the fees are calculated, and how frequently fees will be paid;

Names of key individuals at the advisory firm and at the public agency;
Level of discretion afforded to the adviser (discretionary or non-discretionary);

Guidelines the investment adviser is to follow (the agency’s investment policy
should be attached to the agreement or provided separately);

Separation of investment advisory services from custody of the agency’s assets;
Agreement with the Custody Bank, investment adviser, and investment official
regarding discretionary authority of adviser to give direction and parties
operational guidelines and responsibilities;

A statement that the adviser may not assign the agreement to any other party
without the agency’s consent; and
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Form and frequency of reporting (e.g., total returns reported monthly).

The adviser may request additional provisions to the agreement that define how the
public agency’ s accounts relate to other accounts they have under management, and how
securities may be purchased for the public agency. In addition, the public agency should
consider including a transition plan possibly in an appendix to the agreement so that a
mutually agreed upon plan exists describing how the management of the public agency’s
assets will transition and over what period of time so that it can be modified by both
parties.

Most public advisers also will include an acknowledgement of the agency’ s receipt
of the required Form ADV, Part Il (or “brochure’) in the agreement.

The public agency may include other provisions in the investment advisory
agreement, including special tasks for the investment adviser, requirements for reporting to
the finance staff or to the governing body, number of in-person meetings per year, and any
operating or other instructions.

TECHNIQUES TO MONITOR PERFORMANCE. Once an investment
advisory relationship isin place, the agency should expect to receive full reports from the
investment adviser on amonthly basis, or, at the agency’s option, on a quarterly basis.®
The reports should include an asset listing with the original cost and the current market
value of all assets, securities pricing source, areport of al transactions that occurred during
the period, areport showing the effective durations of the portfolio (if applicable), an
accrued interest report, and information about the account’ s performance. The custodian of
the investments also should provide a report of all transactions for the period, a report of
the securities outstanding at the end of the period, and any reports describing calls,
redemptions or coupon payments for the assets held in custody. Although the adviser may
reconcile the report to the corresponding report of the custody bank, the agency may wish
to perform the same reconciliation as a crosscheck on the adviser’swork. The agency
probably will wish to review transactions and/or asset listings for compliance to the
agency’ s investment policy and operating instructions. The agency can request that the
adviser provide areport confirming compliance as well.

At the beginning of the advisory relationship, the public agency and the adviser will
agree upon performance goals and benchmarks. These may include income goals,
compliance goals, and yield or total rate of return objectives, relative to market
benchmarks. The agency normally will require that the adviser include performance
statistics against benchmarks in each periodic report. The agency should review these
statistics regularly and discuss them with the adviser on aregular basis. The benchmark
should reflect the acceptable risk profile and minimum performance goal of the local

agency.

The agency should obtain a high level of service from the adviser. The agency
should evaluate not only the adviser’s investment performance, but also the firm’'s

8 Local agencies should note that Government Code Section 53607 requires local agency treasurers to submit
to their legislative bodies amonthly report of all transactions that have occurred.
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availability to the agency, its communication and presentation skills, and the firm’s level of
understanding of the agency’ s investment objectives and policies. The firm's high level of
performance should be consistently demonstrated in its written and oral communications
with the agency, its recommendations, and its selection of permitted investment
instruments.
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ROLE OF THE FINANCIAL ADVISER

Financial advisers frequently are utilized by public agencies for capital planning
and debt transactions, and sometimes for investment advice. Most often, the financial
adviser is called upon to assist the public agency with specialized investment advice
relating to the proceeds of a bond issue or other capital raising activities; the following
describes the typical role and responsibilities of afinancial adviser in such activities.

DESCRIPTION. Financia advisers specialize in assisting governmental agencies
in the planning, structuring, and sale of public finance transactions, most often municipal
bond offerings. Financial advisers may help an agency manage a particular transaction, or
ascertain project feasibility. In recent years, the scope of activities performed by financial
advisers has expanded considerably, and today, the financial adviser may be involved in
many aspects of the public agency’s financial activities, including public agency
investments. Financial advisers can be either “independent,” that is, they are not affiliated
with a securities firm or bank, or they can be members of divisions or separate departments
of those types of organizations.

Although independent financial advisers are not regulated by the states in which
they do business or by the SEC, financial advisers may have professional qualifications that
include specialized academic training, experience, and/or professional credentials. For
example, some financia advisers will hold certification or credentialing from the National
Association of Independent Public Finance Advisers, called a“Certified Independent
Public Finance Adviser” that indicates that the holder of the designation has pledged to
adhere to the ethical standards of the national association and has passed an examination
dealing with the technical skills deemed necessary by the association. Additionally, many
financial advisers hold securities licenses from either the various states in which they work
or from the National Association of Securities Dealers (NASD), or another similar
organization.°

FEDERAL AND STATE REGULATION. Neither the federal government (e.g.,
SEC) nor the state government regulates independent financial advisers. Like any other
person or entity that participates in the planning, sale, or administration of securities, they
are bound by the various “anti-fraud” provisions of federal securitieslaw. However, the
regulatory authorities do not review the credentials or qualifications of financial advisers.

FINANCIAL ADVISORY RELATIONSHIPS. Californiapublic agencies
engage financial advisers under a variety of arrangements. The most common include the
following:

Project management for a specific transaction. A public agency may engage a
financial adviser to assist the agency with an individual debt transaction. Many public
agencies use financia advisersin this way because it limits the amount of time they must
spend on the debt issuance process, thus freeing their time for other duties. Financia

® Financial advisers can be located by referring to the classified section of The Bond Buyer’s Municipal
Marketplace, adirectory of firms and persons engaged in the planning, sale and administration of municipal
bonds.
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advisers also provide very specialized expertise that often is not practical to achieve or
maintain in public agencies that issue debt infrequently or in small amounts. As a part of
the advice relating to the transaction, the financial adviser also may offer advice relating to
the investment of the transaction funds.

General advisory relationships. Financial advisers providing general advisory
services work similarly to financial advisers performing project management on specific
transactions, except that they are engaged across a broader range of activitiesin the public
agency’ s management of its debt portfolio. The public agency may use the advice of the
financial adviser to execute a particular strategy on a specific debt issuance transaction or
across multiple transactions, to incorporate a recommended type of debt issuance strategy
into the larger portfolio of debt that the public agency has outstanding, and to provide
continuity in between and among transactions. Financial advisers in this context often are
involved in the integration of the public agency’s debt issuance into the strategic
management of the public agency’ s financia “balance sheet” (e.g., considering the global
impact of debt issuance on the public agency’s comprehensive annual financial report).
Financial advisers may provide consultation to the public agency about the investment of
proceeds of a borrowing or of a capital raising activity, such as a development impact fee

program.

Project consulting. Sometimes a public agency may wish to receive advice from
an expert on a particular project or aspect of a borrowing or capital raising program without
retaining a financial adviser for a transaction or on an ongoing basis; examples of such
projects might include debt policy creation or review, analysis of existing indebtedness,
periodic review of the agency’s borrowing or capital program, training on a particular
aspect of the borrowing function, or investment of the proceeds of particular bond issues.

Individual financial advisory firms may provide any or all of the services described
above. Most frequently, financial advisers offer their services for transaction management
for afeethat is based on the size and complexity of the transaction. Those who provide
ongoing consulting services typically do so using an hourly fee basis or aflat periodic fee.
Project consulting most often is undertaken on an hourly basis. Like investment advisory
services, the fees for financial advisory services are negotiable.

REASONS TO USE A FINANCIAL ADVISER. There are many reasons why
public officials may choose to employ the services of afinancial adviser, including:

Confidence in the financial adviser’s ability to provide the service
professionally and appropriately in a manner that will save the public agency
time;

Lack of internal resources, such as a designated debt manager; lack of adequate
staffing to handle the myriad of details necessary to sell an issue of public debt
and invest bond proceeds appropriately; and lack of the specific skills necessary
to perform the function internaly;
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The financial adviser’s access to market information not generally available to
the staff members charged with the function;

Perception of lower cost of borrowing as a result of using the financial adviser
to assist in the borrowing or capital raising function;

Need for specialized expertise to achieve investment performance objectives
and requirements that are integral to the attainment of other goals of the agency
that may require borrowed money to achieve those goals; and

Obtain an objective, unbiased evaluation of the investment management
program of the local governmental agency.

Advantages of using a financial adviser. Using afinancial adviser to assist with
the investment of bond proceeds may be appropriate when the bond transaction has specific
investment requirements. For example, a financial adviser might be used for investment
services where the proceeds of an issue are to be escrowed or set aside for the purpose of
making the bond issue “salf-supporting” until some future event occurs. Also, the financial
adviser often iswell positioned to structure the debt issue and the investment of the
proceeds in a manner that allows the investment and the debt to work together more
efficiently, in economic terms.

Disadvantages of using a financial adviser. Sometimes using the financial adviser
to assist with investment is not the best approach for a public agency. Even though the
financial adviser’s experience in issuing debt makes parts of the market familiar territory,
there are numerous investment products and strategies that may benefit the agency that are
beyond the financial adviser’'s expertise. Some financia advisers are not licensed or
registered with federal or state securities regulators in the belief that the offering of
investment advice is “incidental” to the performance of their primary duties. Moreover,
some agencies want to keep the activities relating to the issuance of debt separate from the
activities relating to the investment of funds as away of maintaining an overall system of
checks and balances. Because of the above-described reasons, the agency may wish to use
the services of a specialized investment adviser or rely on their own internal investment
staff; this often is the case where bond proceeds will be invested as part of alarger, overal
investment strategy, or in instances where the proceeds of the bond issue become part of
the agency’ s operating funds.

SELECTION PROCESS. Some public agencies may select afinancial adviser as
aresult of their own previous experience and comfort level with that adviser, or on the
recommendation of other public agencies. More often, the selection process starts with a
RFP, which is circulated to known advisers, and which may be advertised in local and/or
trade publications.

RFP questions. APPENDIX B contains a sample RFP for financia advisory
services. RFPsfor financial advisory services typically will contain questions to dlicit the
following information from respondents (for questions related to investment advisory
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services, see CHAPTER 1, ROLE OF THE INVESTMENT ADVISER, SELECTION
PROCESS):

Basic facts about the respondents, including address, expertise in the issuance of
debt instruments, and staff members qualifications;

Information about the firm’s resources and approach to the required assignment;
Experience with California public agencies or other similar agencies;

Technical resources and access to market information;

Past performance for other similarly situated public agencies,

Ability to provide additional services that the agency may be interested in
receiving (e.g., assistance in investing bond proceeds; assistance in drafting debt
management policies and objectives; training for staff, management, and elected
officials; specialized consulting; etc.);

Professional liability/errors and omissions insurance;
Fees for various services; and

References from other, similar agencies.

Evaluation criteria. The evaluation criteria described under ROLE OF THE
INVESTMENT ADVISER are equally applicable to the evaluation of financial advisers
hired for investment management. At a minimum, any person or firm offering investment
advice to alocal agency should offer a specific scope of services describing the activities to
be performed, the deliverable work products the agency will receive and the overall
objectives of the engagement. Regardless of who provides investment assistance, the
agency should take an active role in determining how the proposed investment or portfolio
will comply with state and federal law, the agency’s investment policies, and the specific
requirements of the individual bond issue.

In addition, for bond proceeds, investment evaluation criteria should aso include
the following:

Familiarity with the California Government Code, Internal Revenue Code
(IRC), and typicdl trust indenture restrictions relating to the investment of tax-
exempt bond proceeds;

Willingness to work with other parties to the bond transaction (such as bond
issuer’s counsel, underwriter, and trustee) to develop alega investment
program for bond proceeds;

Ability to provide or subcontract additional services that complement the
investment advisory services, such as arbitrage rebate calculation services or
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legal opinions (see CHAPTER 4, TAX EXEMPT BOND PROCEEDS
INVESTMENT, BASIC CONCEPTS); and

Knowledge, certification and investment experience of advisory firm’s staff to
evaluate the best investment alternative(s) that would be most suitable for the
project (e.g., structured portfolio, guaranteed investment contract, forward
delivery agreement, etc.).

Red flags. The red flags listed under CHAPTER 1, ROLE OF THE
INVESTMENT ADVISER aso are applicable to financial advisers. In addition, local
agencies should watch for the following red flags with respect to tax-exempt bond proceeds
investments:

Investment strategies that appear to be “arbitrage driven” or designed to fall
within an IRC “loophole.” Any transaction designed to achieve an arbitrage
return to aloca agency should be reviewed carefully by bond or issuer’s
counsel;

Investment strategies that delay the expenditure of bond proceeds for
governmenta purposes. Although the IRC does not prohibit the investment of
tax-exempt bond proceeds prior to needed use for governmental purposes, the
IRC does include limitations regarding the timing of bond proceeds expenditure
such as the “three- year temporary period rule” of Treasury Regulation

Section 1.148-2, the “six-month,” “eighteen month,” and “two-year” arbitrage
rebate spending exceptions to Section 148(f) of the IRC, and the “hedge bond”
limitations of Section 149 of the IRC, and general restrictions relating to
“overburdening” the market and early issuance under Treasury Regulation
Section 1.148-10 (See CHAPTER 4, TAX-EXEMPT BOND PROCEEDS
INVESTMENT and the CDIAC California Debt Issuance Primer, available
from CDIAC' s website: www.treasurer.ca.gov);

Fees paid to the adviser by others for guaranteed investment contracts or other
products that are represented to be of “no cost” to the issuer because of arbitrage
limitations; see CHAPTER 4, TAX-EXEMPT BOND PROCEEDS
INVESTMENT, for limitations on brokers fees for certain investments,

Reluctance to conduct a competitive bidding process for selection of the
applicable investment; see CHAPTER 4, TAX-EXEMPT BOND PROCEEDS
INVESTMENT, relating to market pricing rules for tax-exempt bond proceeds
investment; and

Claims that the investment product is “proprietary” and cannot be discussed
with other bond transaction participants.

Background checks. The information listed under CHAPTER 1, ROLE OF THE
INVESTMENT ADVISER, SELECTION PROCESS, aso is useful for conducting a
background check for afinancial adviser providing investment advisory services.

30
CALIFORNIA DEBT & INVESTMENT ADVISORY COMMISSION



CHAPTER 1: RESPONSIBILITIESOF PUBLIC FUND INVESTMENT

Many financial advisers who engage in investment related activities register with
the appropriate state or federal agencies as investment advisers. In such a case, the local
agency should insist that the financial adviser offering investment advice submit Form
ADV. Thisisthe primary document to use to begin background checks for financial
advisers so registered. See CHAPTER 1, ROLE OF THE INVESTMENT ADVISER,
SELECTION PROCESS, for information regarding obtaining the Form ADV.

In the case of financia advisers not registered with the appropriate regul atory
agency, the public agency should first consider the prudence of engaging such an adviser.
If circumstances allow for such a nonregistered adviser to handle the local agency’s
investments, then the local agency should check for other credentials or certifications, such
asthat of CFA or similar designations. Many of the credentialing organizations that offer
such designations will verify the continuation of a member’s status in “good standing”
although such a status does not imply that the designated adviser is free of difficulties that
might eliminate the adviser from further consideration.

Finally, the corporate, partnership, tax and public record status of the financial
adviser can be checked through the use of the Lexis-Nexis® service.

Once proposals have been received from financial advisers, the public agency may
use apanel to review the proposals and interview finalists. The agency will perform an
evaluation of the advisers' qualifications and performance for other public agencies. The
agency then selects an adviser, negotiates a contract, and retains the selected firm for the
work proposed or requested.

Included in APPENDIX B is an example of an RFP used for the solicitation of
financial advisory services. Other examples are available from the Government Finance
Officers Association or the California Society of Municipa Finance Officers.

KEY ELEMENTSOF A FINANCIAL ADVISORY AGREEMENT. Sample
financial advisory agreements are included in APPENDIX B. Key elements of the
agreements should include, at a minimum, the following:

Term of the agreement;

Fees for services, including a full description of how the fees are charged, and
how frequently fees will be paid;

Names of assigned individuals at the advisory firm and at the public agency
who will be responsible for the execution of the transaction or the provision of
the services,

A specific scope of work, along with a description of deliverable work products
from the adviser;

Guidelines that may be in place for the purpose of incorporating the individual
transaction into the public agency’s overall debt portfolio strategy;
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A discussion of the professional liability insurance and other insurance
requirements that the public agency may require; and

Such other matters as may be required to establish the intent of the parties to the
contract.

If the financia adviser will provide investment advice, then the SEC also requires
that the adviser provide the client with a copy of Part Il of Form ADV, the registration
document for investment advisory firms, commonly known as the “brochure.” Thisisthe
same requirement that traditional investment advisers must meet. Most advisers will
include an acknowledgement of receipt of the brochure in the agreement.

TECHNIQUES TO MONITOR PERFORMANCE. Similar to monitoring the
performance of an investment adviser (see ROLE OF THE INVESTMENT ADVISER,
TECHNIQUES TO MONITOR PERFORMANCE), the public agency and the financial
adviser should agree upon goals for the relationship at the beginning of the advisory
relationship. The agency should require the financial adviser to periodically provide
performance reports and updates. The local agency can monitor these updates against the
initial performance goals previously agreed to. The local agency should evaluate the
financial adviser’s performance over a complete market cycle to accurately judge their
performance and minimize the expenses associated with transitioning from one adviser to
another. Similar to an investment adviser, the agency should not only evaluate the
financial adviser’s assistance with respect to investment performance but also its
availability, communication, and presentation skills, and the level of understanding of the
agency’ s objectives and policies.
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ROLE OF THE BROKER/DEALER

DESCRIPTION. Broker/dealers are firms engaged in the business of buying and
selling securities such as stocks, bonds, and mutual funds. They provide a widely used and
highly efficient means of bringing investors and issuers together.'® Broker/dealers may
provide liquidity to investors by buying and selling from their own account, a process
known as “making amarket.” Broker/dealers risk their own capital in inventories of
stocks, bonds, and mutual funds and in making markets.

There is adistinction between dealer firms and those that broker transactions.
Dealer firms purchase and sell securities out of their own inventories, or “positions.”
Brokers, on the other hand, act as intermediaries between the buyer and seller without
necessarily taking ownership of the security. The broker acts in a capacity similar to that of
areal estate broker by facilitating the transaction but having little or no capital at risk.

Broker/dealers also may offer investment and financia advice, either directly or
through subsidiaries. When offered directly through consultation with their customers, the
cost of the advice can be subsumed in the pricing of transactions. When offered through a
subsidiary, broker/dealers, like independent investment and financial advisers, may charge
afeefor their services.

While broker/dealers often take a consultative approach in their dealing with public
entities, the relationship is not the same as a contractual arrangement between alocal
agency and an investment adviser. However, securities laws do require broker/dealers to
“know their client” and to sell only suitable investments to that client.

Broker/dealer firms are an integral part of the investment process. Knowing the
best way to use the services of a broker/dealer is critical to success in the management of
the investment portfolio.

FEDERAL AND STATE REGULATION. Broker/dealer firms exist in a highly
regulated environment. All are required to register with the SEC and/or a state regulator,
depending on the nature of the accounts they hold and the types of customers they serve.
Many also are registered with an exchange, such asthe New Y ork Stock Exchange, which
establishes rules and further regulates their activities. Individuas, either acting alone, or as
employees of broker/dealer firms, also must register with federal or state regulators, and all
who deal with customers must be licensed with the National Association of Securities
Deders (NASD), a self-regulatory organization.

BROKER/DEALER RELATIONSHIPS. Aspart of the process of covering a
public agency client, broker/dealers may attempt to assist the cliert by providing services
such as investment advice, market information, economic forecasting, etc. If a
broker/dealer is providing advisory services, the local agency should have awritten

10 Broker/dealers assist corporations, public entities and other issuers to structure the terms of their equity or
debt offering in ways that will enhance the marketability of theissues. They then purchase the entire issue,
and re-offer it to investors. This process of advising and purchasing the equity/debt issue is known as
underwriting. The broker/dealers offer these new issues to investors through their salesforce.
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agreement detailing these services. In the absence of such an agreement, the local agency
investment official should carefully filter any advice provided by a broker/dealer, as there
isan inherent conflict of interest when acting as both a broker/dealer and an adviser. One
must be mindful that the broker/dealer provides services such as those mentioned above
ultimately to earn more transactional business from the public agency, as the broker/dealer
isnot paid afee for his’her advice. The broker/desaler derives hisher compensation from
the transaction volume generated for his/her firm. Broker/dealers generate income through
the price “spread” (difference between the bid and ask or price paid and price sold on
investments provided to their clients). The only way the local agency can get a sense of the
reasonableness of such a spread is to comparatively price securities it is interested in
purchasing among different broker/dealers.

Primary dealers. Primary dedlers are those firms that have applied for and been
accepted to deal directly with the Federal Reserve Bank of New Y ork in its open market
operations. Open market operations are the means by which the Federal Reserve manages
monetary policy. These generaly are large, well-capitalized firms that offer awide variety
of investment products to a broad range of clierts. While primary dealers serve the very
largest international clients, several are very active in serving middle market and individual
clients, and virtually all primary dealers actively underwrite and inventory securities.

Regional (*secondary,” “non-primary”) dealers. “Regiona deders’ isabroad
term that refers to dealers not deemed “primary.” This comprises awide range of firmsin
terms of size, capitalization, and product focus. It includes large, multinational firms and
small, one- to two-person firms. Regional dealers are sometimes called “ secondary” or
“nonprimary” dealers. Asistrue of virtually all primary dealers, many regional dealers
actively underwrite and inventory securities.

REASONSTO USE A BROKER/DEALER. Public agencies, acting under their
own authority or through the services of financial or investment advisers, execute
transactions through broker/dealers. Broker/dealers provide the main “gateway” between
issuers of securities and investors in those securities. Broker/dealers make “markets’ in
securities. They provide direct access to market information and execution, and offer
liquidity to investors whenever investors wish to sell securities before maturity. Whether a
public entity makes its own investments, or relies on the services of an investment adviser,
it is broker/dealers who supply the inventory of securities from which to choose.

Advantages of using broker/dealers. Using broker/dealers directly gives the public
agency full control of the implementation of strategies as well as the transaction process.
Managing investments internally can give the local agency a better understanding of the
portfolio, its risks, and the return generated. Further, broker/dealers can be avauable
source of market information and economic research. Broker/dealers have an incentive to
provide good market and securities information as they try to bring added value to their
clients portfolios in hopes of generating additional business.

Disadvantages of using broker/dealers. Managing an investment portfolio and
working with the broker/dealer community directly without an adviser is atime consuming
process. Treasury staff must know the types of investments and have severd
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broker/dealers available to shop around for the best price. Also, as broker/dealers are
compensated on the basis of the transactions their clients execute, there may be a conflict

of interest. While securities laws do require broker/dealers to sell only suitable investments
to their clients, the full fiduciary duty of management of the portfolio rests with the local
agency’sinternal staff. Broker/dealers buy and sell securities for their own account as well
asfor their customers accounts. They may own the security they offer to their clients.
They may be retained themselves as underwriter or financia adviser to the issuer of the
security they offer. This potentially may interfere with the broker/dealer’ s objectivity

about the risks and value of a particular investment. Also, broker/dealers may not agree to
put an agreement in writing to provide formal advisory services.

SELECTION PROCESS. Most public agencies work with multiple
broker/dealers. They may select broker/dealers as a result of previous experience and
comfort level with that broker/dealer, on the recommendation of other public agencies, or
they may utilize an RFP process.

RFP questions. A broker/dealer questionnaire that may serve as the basis for an
RFP for broker/dealer services may be found in APPENDIX B. Questions should dlicit
information that address the following:
The adequacy of capitalization of the firm;
Primary or regional dealer status of the firm;

The product areas that the firm has a strong market presence;

Firms familiarity with the local agency’s investment policy and state law
restrictions governing the investment of public funds,

The track record of the firm in dealing with public agencies and fixed-income
portfolios, including any complaints filed with regulatory agencies; and

Y ears of experience handling public agency accounts.

Evaluation criteria. Certain criteria are useful when evaluating whether to utilize a
broker/dealer and include the following:

The services available from the particular broker/dealer (such as research
reports);

Whether the broker/dealer has obtained all required licenses to operate;
The specific product areas of expertise of personnel that would cover the local

agency’s account and their familiarity with the investment strategies, choices,
and regulations governing California public agencies;
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Whether primary or regional dealer and the product area for which the firm has
a strong market presence;

Whether the firm has adequate staffing to handle alocal agency’s businessin a
time sensitive manner;

The adequacy of the capitalization of the broker/dealer as defined by the Federal
Reserve Bank *; and

The firm’s history with respect to transactional failures.

Red flags. For certain red flags that local agencies should be aware of when using
broker/dealersin an advisory capacity, see CHAPTER 1, ROLE OF THE INVESTMENT
ADVISER, SELECTION PROCESS. In addition, the local agency should consider the

following:

Problems with capital adequacy and/or standing with regulatory agencies;

Pressure to custody assets at the brokerage firm, rather than with a third-party
custodian;

NASD and/or SEC actions against firm or individual staff;
Offering deals that look “too good to be true;” and

High-pressure sales tactics.

Background checks. Aswith an investment adviser, a basic background check
may be useful. See sources under CHAPTER 1, ROLE OF THE INVESTMENT
ADVISER, SELECTION PROCESS.

The NASD regulates the broker/deaer industry in the United States. Information
about individuals or firms registered with the NASD is available from:

National Association of Securities Deders
District 2

300 South Grand Avenue, Suite 1600

Los Angeles, CA 90071

Telephone: (213) 627-2122
http://www.nasdr.com

KEY ELEMENTS OF A BROKER/DEALER AGREEMENT. Broker/deders
ask public agencies to sign documents to open an account; public agercies do not always

1 Since transactions are done as delivery-versus-pay, it isimportant that broker/dealers have adequate
capitalization to complete their transactions. This may be particularly important in the case of transactions
that take some time to settle. Available capital also will tend to influence the type and extent of the
inventories held by the firm.
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have their own contract with broker/dealers. Key elementsin any understanding with a
broker/dealer should include, at a minimum, the following:

Direct fees, if any, for advisory services provided by the broker/dealers (local
agencies should not be paying any fees for brokerage services);

The names of individuals employed by the broker/dealers that will interact with
agency officias;

Guidelines the broker/dealer is to follow in recommending securities (e.g., the
agency’s investment policy); and

Separation of investment services from custody of assets.

If a broker/dedler is providing investment advice, see suggestions under CHAPTER
1, ROLE OF THE INVESTMENT ADVISER.

TECHNIQUESTO MONITOR PERFORMANCE. Similar to monitoring the
performance of an investment adviser, at the beginning of the broker/dealer relationship,
the public agency and the broker/dealer should agree upon goals for the relationship. The
agency should require the broker/dealer to provide monthly reports on investments
purchased. The agency a so should evaluate the broker/dealer’ s availability to meet with
the agency, communication and presentation skills, level of understanding of the agency’s
objectives and policies, knowledge of permittable investments under state law, and the
value he/she may bring to the agency’s overall portfolio management and performance.
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ROLE OF THE TRUSTEE

DESCRIPTION. The municipal trustee is an intermediary between issuers of debt
securities and the investors or bondholders, providing a full range of fiduciary and agency
services for government organizations over the life of the debt financing. Bond issuers
customarily use trustees to perform multiple duties, including monitoring bond document
compliance, paying bond debt service, and maintaining the list and address of the registered
bond owners. Trustee duties aso can include establishing, holding, and investing funds
and accounts that hold bond proceeds and other monies related to the bond issue. Entities
that serve as trustee typically are commercial banks and trust companies and are subject to
regulatory examinations by the applicable State and Local regulatory bodies.

The type of duties and responsibilities of a bond trustee generally are specified in a
document commonly referred to as the “Trust Indenture” or “ Trust Agreement”. Although
atrustee generally has more duties than that of a custodian (see CHAPTER 1, ROLE OF
THE CUSTODIAL BANK), the bond trustee generaly is not empowered with the powers
and control over the trust assets that is given to other types of custodians/trustees. Rather,
the bond trustee generally undertakes to perform only such duties set forth in the applicable
bond indenture or trust agreement. In this capacity, the trustee generally must fulfill its
obligations under the governing bond documents and make sure that the bond issuer (or
other obligor) complies with the applicable provisions of the bond documents. Bond
documents should provide that in the event of an issuer default, the trustee must carefully
exercise the rights and powers specified in the bond documents and use the degree of care
and skill that a prudent man would exercise under such circumstances. Event of default by
or downgrade of the Trustee should be covered in the agreement.

TRUSTEE RELATIONSHIPS. Because the duties of abond trustee are governed
by the bond documents, different types of arrangements are possible, including the
following:

Trustee. Under thistype of arrangement, the trustee establishes and holds all the
bond funds as a fiduciary. The trustee also may serve as a“paying agent,” as
“authenticating agent,” and as “bond registrar” (see below). Under certain circumstances,
an issuer might elect to hold certain bond funds directly, rather than utilize the services of a
trustee to hold such funds. The trustee would perform other services in such instances,
such as paying agent and authenticating agent, as required.

Paying agent, authenticating agent, and registrar. The paying agency isarole
normally associated with that of the trustee or may be a stand-alone appointment. The
paying agent is responsible for collection of debt service from the issuer and payment of
debt service to the bondholders. The authenticating agent is responsible for authenticating
the bonds in order to make them valid instruments. Finally, the registrar function is closely
related to the paying agency function and is responsible mainly for record keeping or
keeping the register of the current bondholders and the transfer and registration of the
bonds.

38
CALIFORNIA DEBT & INVESTMENT ADVISORY COMMISSION



CHAPTER 1: RESPONSIBILITIESOF PUBLIC FUND INVESTMENT

Refunding or defeasance escrow agent. A refunding or defeasance escrow agent
typically will hold cash and investments on behalf of bondholders, and utilizes such funds,
in accordance with an escrow agreement, to pay debt service and redeem bonds. Escrow
agents typically are responsible for the initial investment of escrowed funds, and further
reinvestment required or permitted under the escrow agreement.

With respect to investment of bond funds, some of the duties of a trustee can be
similar to those of a bank custodian—the duties of atrustee can be provided in the
applicable bond documents to include all the responsibilities as specified under CHAPTER
1, ROLE OF THE CUSTODIAL BANK, TYPES OF DUTIES OF A CUSTODIAL
BANK. However, the bond documents need not necessarily include such duties.

Similar to a custodian, the trustee generally will not be empowered to make
investment decisions on behalf of the agency. However, in contrast to a custodian, the
trustee must review an investment of trustee-held bond funds for compliance with the
applicable bond documents in order to endeavor to preserve the assets of the trust estate.
Also, in contrast to a custodian, a bond trustee generally is required by the governing bond
documents in a post default situation to undertake collection actions to protect bondholders.

REASONS TO USE A TRUSTEE. Trustees perform many services for which
issuers do not have the staff or banking resources to perform, thus freeing existing issuer
resources for other duties. Trustees also give comfort to investors that there is a fiduciary
acting on their behalf with respect to bond fund investment and compliance with bond
documents. The trustee’s duty to perfect the security in the assets of the trust estate for the
benefit of the bondholdersis an extremely important role. Finally, the paying agency,
authenticating agent, and registrar functions are critical to the success of afinancing since
they address the basic requirements of paying the bondholders, keeping accurate records,
and ensuring the proper number and principal amount of bonds are circulating.

SELECTION PROCESS. Trusteestypically are selected either based upon
previous service to the issuer or as aresult of a Request for Proposals (RFP), which is
provided to known trustees.

RFP Questions. A RFP for trustee services typicaly will contain questions to elicit
the following information from respondents. Included in APPENDIX B isasample of a
RFP written to assist a public agency in the selection of atrustee:
Basic facts about the respondents, including address and form of organization,

assets under management, experience in types of financings under
administration and relevant staff members and their qualifications,

Information about the firm'’s history;
Content and timing of reports,

References from current customers,
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Ability to provide additional services that the agency is interested in receiving
(e.g., securities lending, trade execution through an affiliate, customized
reporting, etc.);

Type of insurance; and

Cost of services.

Evaluation criteria. The most important criteria for judging trustees are similar to
those for judging bank custodians and include the following:

Experienced, relevant staff and commitment to the municipal trust business and
investment in technology;

Understanding the agency’s needs;

A track record of successfully providing such services in the market place in the

past;
Excellent references from current customers;

Short- and long-term credit ratings from at least one to two nationally
recognized rating services;*? and

Ability to provide the services the agency requires.

Red flags. There are certain “red flags’ that public agencies should watch out for
when evaluating a trustee. These include the following:

Incomplete, late, or hard to read reports;
Lack of references or negative references,
Inexperienced staff;

Credit ratings below “A” or equivaent from a nationally recognized rating
service;

Lack of technology investment; and
References report incidences of failure to follow bond document restrictions.

KEY ELEMENTS OF A TRUSTEE AGREEMENT. The bond issuer must
enter into a contractual relationship with a trustee to utilize its services — thisis the trust
indenture or trust agreement. With respect to refunding transactions, this document isthe

12 Ratings agencies evaluate the risk of the trustee holding assets of the bond issuer or local agency.
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refunding escrow agreement. The trust agreement and/or refunding escrow agreement
typically will specify the trustee’s (or escrow bank’s) and issuer’s duties, liability, and
other terms the parties negotiate.

Key provisions for investment typically are located in the sections of the trust
indenture describing permitted investments (which could be in a separate section of the
document and/or described in separate sections addressing specific bond funds), in the tax
or arbitrage certificate for the issue, and/or in arefunding escrow agreement for a refunding
issue.

Asdiscussed in CHAPTER 4, TAX-EXEMPT BOND PROCEEDS
INVESTMENT, tax-exempt bond proceeds are subject to special limitations under the
California Government Code relating to permitted investments. Further, tax-exempt bond
proceeds also are subject to provisions of the Internal Revenue Code (IRC) relating to the
yield at which such monies can be invested (known as the yield restriction), and a
regquirement for making payments of certain excess earnings above the applicable bond
yield to the federal government (known as arbitrage rebate). Additionally, parties to the
bond issuance transaction, such as bond insurers or rating agencies, may specify the
permitted investments for particular bord funds.

The trustee is bound by the terms of the applicable trust indenture or trust
agreement relating to the investment of the proceeds of the bond issue (and other monies)
and the tax and other limitations described therein. The public agency should insure that
the bond counsel for the bonds clearly describes the permitted investments for the monies,
tax limitations relating to yield restriction, and the trustee's (and public agency’s) arbitrage
rebate responsibilities. Local agencies that are issuers of tax-exempt bonds should
understand that they have ultimate responsibility that bond proceeds are invested correctly
and IRC and California Government Code provisions adhered to. To assist in such
compliance, the trust indenture can be drafted to clearly provide that it is the trustee’s
responsibility to invest proceeds (as directed by the local agency) in certain clearly
described investments at no higher than prescribed yields (if yield restriction is applicable).
Local agencies should be aware that sometimes yield restriction limitations only are
provided by bond counsel in the tax certificate for the issue and not necessarily in a trust
indenture. Local agencies can assist their compliance with respect to trustee held funds by
requiring such limitations in the trust indenture itself (or clearly incorporating the tax
certificate provisions by reference in the trust agreement). Further, the trustee can be made
responsible for managing arbitrage rebate compliance (by separate appointment), including
notifying the local agency that arbitrage rebate cal culations must be performed and
payments made.

With respect to refunding transactions, the escrow agreement should clearly provide
for the investments to be purchased, any reinvestment permitted (or made mandatory,
because of IRC provisions), and permissible securities (and other restrictions) for
investment substitution. With respect to required investment of escrowed funds subsequent
to the bond closing date to comply with yield restriction limitations, local agencies should
ensure that the escrow agreement clearly puts the responsibility on the escrow bank to
reinvest or not reinvest the applicable monies in specified investments, such as zero
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yielding United States Treasury Obligations, State and Local Government Series (SLGS).
See CHAPTER 2, INDIVIDUAL INSTRUMENTS, STATE AND LOCAL
GOVERNMENT SERIES (SLGYS), for a definition.
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ROLE OF THE CUSTODIAL BANK

DESCRIPTION. Custody and safekeeping services arose when banks provided a
safe place to keep bearer, or physical, instruments. Long gone are the days when public
treasurers accepted delivery of investment certificates in their own offices and stored them
in the nearest vault, clipping coupons when due in order to collect interest, and redeeming
the physical certificate at maturity. In fact, today, most securities do not exist in physica
form, but rather are held “electronically”, in book entry form, on behalf of the owner.
California Government Code Section 53601 states (in part):

“A local agency purchasing or obtaining any securities prescribed in
this section, in a negotiable, bearer, registered, or non-registered format,
shall require delivery of the securities to the local agency, including those
purchased for the agency by financial advisers, consultants, or managers
using the agency's funds, by book entry, physical delivery, or by third-party
custodial agreement. The transfer of securities to the counter-party bank's
customer book entry account may be used for book entry delivery.”

While the California Government Code language permits delivery of securities to
the agency, the General Accounting Standards Board (GASB) requires that an agency
disclose in its financia statements how and where securities are held. Therefore, it is
important that investment officials consult with their agency’ s management, including the
controller, in decisions about custody of investments (see GASB Statement No. 3). The
most efficient way to effect the required delivery of securitiesis through a third-party
custodian, which is usually abank. Due to the advent of book-entry for securities and more
efficient funds movement options, the local agency can establish this relationship with any
approved entity that offers custodial services. It is no longer unusual to have separate
providers for banking and custodial services.

California Government Code Section 53608 permits the deposit for safekeeping of
investment securities with any of the following types of institutions:

A federal or state association as defined by Section 5102 of the Financial Code;
A trust company or a state or national bank located within California;

The Federal Reserve Bank of San Francisco or any branch thereof within
Cdlifornig;

Any Federal Reserve Bank; and

Any state or national bank located in any city designated as areserve city by the
Board of Governors of the Federal Reserve System.
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The use of such “third-party” custodians (i.e., institutions other than the party that
sold the agency the investment) ensures that no funds are at risk in the transaction since
funds are not released until securities are delivered. Additionaly, a“contractual”
settlement agreement with the custodian will alow the posting of positions and funds as if
the trade had settled, although, it may have actually “failed.” The “delivery vs. payment”
aspect of these transactions means that the agency should be holding either money or
securities at al times during the transaction.

It is normal for a custodian to hold the agency’s securities in the custodian’s
“nominee name.” A nominee is a name the bank selects to reflect that it is holding the
securities on behalf of the beneficial owner (the agency). It isalso common business
practice for the securities to be held not in an account in the custodian’s office, but rather at
acentral depository, such as the Depository Trust Company (DTC).

TYPES OF DUTIES OF A CUSTODIAL BANK. Theduties of acustodian are
much more limited than the duties of atrustee (see CHAPTER 1, ROLE OF THE
TRUSTEE); and, usually, the cost of a custodian is less than that of atrustee. Following,
aretypical duties that a custodian will undertake on behalf of alocal agency:

The custodian will settle all investment transactions (e.g., accept securities, buy
or sell securities, transfer/deliver securities) upon receipt of instructions from
the agency or its adviser;

The custodian bank will collect the interest and principal paid on securities held
on behalf of the agency;

The custodian will invest collected interest and principal in a cash management
vehicle, such as a money market fund, that has been selected by the agency; this
type of account frequently is referred to as a* sweep account” because the
agency’s funds typically are swept into the account so they will earn interest;

The custodian will notify the agency, or its investment adviser, of corporate
actions that affect securities in the custody account, such as redemptions and
cals

The custodian will forward proxies issued by a company whose securities are
held in the custody account to the agency, or to another party (such asan
investment adviser), as directed by the agency;

The custodian will send monthly statement of asset holdings and account
transactions to the agency (this typically includes an asset list, a market value of
the assets and the cash balance), and to the agency’ s investment adviser, if
directed by the agency; and

The custodian will receive and disperse funds.

Equally important are the duties that a custodian will not typically assume,
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including the following:
The custodian will not make investment decisions on behalf of the agency;

The custodian will not review the investment transactions for suitability or
compliance; although, many service providers will offer investment guidelines
compliance monitoring reports;

The company will not undertake collection actions on behalf of the agency in
the case of default or refusal of the obligor to pay upon demand; and

The company will not typically forward corporate literature to the agency, other
than proxies and notices of corporate actions (e.g., calls, redemptions).

REASONSTO USE A CUSTODIAL BANK. Aside from cost, there are
generally no negative aspects to the utilization of a custodial bank. The custodia bank is
under contract to the agency and therefore the agency cannegotiate the terms and
conditions; and with modern technology, transactions can be transmitted electronically to
the custodian so time consuming dual entry of investment transactions in both the
accounting system and the custodian’s records is unnecessary. The benefits of the use of a
custodial bank allows all the securities to be held in one place, therefore, investments are
easier to report, track, and reconcile.

SELECTION PROCESS. Some public agencies may turn to their demand
account bank for custodial services, or may rely upon their own previous experiences and
comfort level with that custodian, or on the recommendation of other public agencies.
Sometimes, the selection process starts with a Request for Proposals (RFP), which is
provided to known custodians, and which may be advertised in local and/or trade
publications. The number of agencies offering custodia services has declined in recent
years in part because of the merger/consolidation of the entities offering such services.

RFP questions. A RFP for custodial bank services typically will contain questions
to elicit the following information from respondents. Included in APPENDIX B are
samples of RFP' s written to assist a public agency in the selection of bank services:

Basic facts about the respondents, including address and form of organization,
assets under management, types of custody accounts held, and staff members
and their qualifications,

Information about the firm’s history;

Experience with California public agencies, or other ssimilar funds;
Appearance and content of reports,

References from current customers;
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Online and systems capabilities,
Business Recovery plans,

How contractual settlement, if offered, is defined (e.g., delivery of securities,
receipt of securities, and turnaround trades);

Time frame in which local agency’s account would be credited for coupon
payments and redemptions;

Timeliness of customer notification about partial/full calls;

Ability of bank to handle registration/re-registration of securities;

Ability to provide additional services that the agency is interested in receiving
(e.g., securities lending, trade execution through an affiliate, global custody,
customized reporting, €tc.);

Amount of insurance; and

Cost of services.

Evaluation criteria. The most important criteria for judging custodians include the

following:

Experienced staff familiar with the public funds sector for both treasury funds
and retirement plans, including providing liaisons for investment managers as
well as relationship management and account administration professionals;

Clear understanding of the agency’ s needs and objectives in the custody
relationship;

A track record of successfully providing such servicesin the past;
Excellent references from current customers,

Ability to provide all of the services the agency requires now and in the near
future (3 years which is the typical term of a contract); and

Credit ratings or other indicators of the institution’s financial stability.

Red flags. There are certain “red flags’ that public agencies should watch out for
when evaluating a custodian. These include the following:

Incomplete or |ate reports,

Lack of references, including public sector references and references with assets
similar in size and nature;
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Frequent staff turnover;

Contractual settlement that only covers the receipt of securities, not the delivery
of securities;

Negative feedback from references (e.g., references report a significant number
of failed transactions); and

Unwillingness to substitute “simple negligence” language in the custodial
agreement in place of “gross negligence” or “willful misconduct.”

KEY ELEMENTS OF A CUSTODIAL BANK AGREEMENT. The agency
must enter into a contractual relationship with the custodian in order to use its services.
Elements of the contract will include the duties of the custodian (as described above), the
compensation to the custodian and the method of payment, the appointment of the
custodian as the agency’ s agent to perform the contractual duties, and other terms that the
two parties may negotiate.

An important element of custodial services aswell as other banking servicesis a
wire transfer agreement. Many large transactions, including most security purchases and
sales, are facilitated with wire transfers. If possible, public agencies should select a
financia institution with direct access to the Federal Reserve System in order to minimize
errors and failed transactions that occur more frequently when multiple parties are
involved. Banks without direct access require the use of a*correspondent bank”. This
adds an extra layer between the local agency and the other party to the transactions, and
thus increases the risk that something will go wrong. Thus, wire failure frequency as well
as cost should be considered in the selection of financial institutions.

Agencies that use wire transfers should enter into a written wire transfer
agreement® with their financial institution or incorporate such an agreement as part of the
agency’s overall banking contract. This agreement will cover how repetitive and norn
repetitive wires will be handled (including maximum amounts and who is authorized to
initiate them), callback procedures, and limits of liability for both parties. The standard
agreement used by most banks incorporates the liability provisions of the State’s Uniform
Commercial Code No. 4A (UCC 4A). The public investor should be aware that, under
these standard agreements, the provisions for recovering damages from a financial
institution do not favor the local agency. Thusin order to recover costs incurred as the
result of afailed transaction, for example, the agency would have to prove “gross
negligence’ or “willful misconduct” on the part of the institution, both of which are
difficult to prove. It is strongly recommended that investment officials, with the
concurrence of their agency counsel, negotiate with their financia institution to modify the
agreement to incorporate a standard of “simple negligence”’ or “negligence.” To mitigate
the risk of UCC 4A wire issues with the Custodia Bank, the local agency can stipulate in
their agreement that the Custodial Bank is permitted only to wire funds directly to the local

13 For more information on this topic, refer to Turner, Paul S. Negotiating Wire Transfer Agreements, A
Guidefor Treasury Executives, Bankers & Attorneys, (Treasury Management Association, 1996).
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agency’s depository bank account as described in the wire instructions contained in the
agreement or as amended in writing.
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| NVESTMENT CONCEPTS, TERMINOLOGY,
AND INSTRUMENTS

This chapter describes and defines certain key investmert concepts and terminology
and the characteristics of certain investment instruments (such as relative safety, liquidity,
yield, and credit rating information); this chapter does not endeavor to endorse or
recommend specific types of instruments or indicate whether a particular instrument is
appropriate or legal for a given portfolio. Readers are urged to consult CHAPTER 3,
INVESTMENT PORTFOLIO DEVELOPMENT AND MANAGEMENT, regarding tools
and considerations of investment selection. While the Primer provides education and tools
to assist in the decision making process, it is not intended to provide all the necessary
information to make investment decisions.

CONCEPTS AND TERMINOLOGY

Persons new to public fund investment frequently encounter unfamiliar and
complex concepts and terms in thisarea. CHAPTER 2 is designed to provide explanations
in clear English for certain key concepts and terms commonly used in connection with
public fund investment. The index to the Primer may contain cross-references to terms not
defined.

The key terms discussed in CHAPTER 2 are not arranged in alphabetical order.
Rather, they are grouped based upon key concepts and processes relating to public fund
investment to both provide definitions and information relating to a key concept or terms
and to provide an introduction to key aspect of public fund investment. The first set of
concepts and terms discussed herein relates to key components of debt instruments, a
typical public fund investment. Concepts and terms relating to pricing investments are then
discussed, followed by certain concepts and terms and used in the analysis and evaluation
of investments, investment portfolios, and certain investment products.

CALIFORNIA DEBT & INVESTMENT ADVISORY COMMISSION

51



CHAPTER 2: INVESTMENT CONCEPTS, TERMINOLOGY , AND INSTRUMENTS

TERMSRELATING TO COMPONENTS OF A DEBT INSTRUMENT

Public agencies typically invest in various types of debt instruments. Debt
instruments generally are characterized by certain key components that are described
below.

PRINCIPAL

Description. Debt instruments typically have a“principal” component. The term
“principal” means the face or par value of the debt investment. Interest typically accrues
on the outstanding principal or face amount. The principal amount of a debt instrument
may differ from its purchase price.

Example. An agency buysaU.S. Treasury note with a par or face value of $1
million for a price of $1,027,500. The principal amount of the note is $1 million and
$27,500 represents premium paid for the note. The agency will receive $1 million at
maturity, and the $27,500 premium should be amortized over the life of the investment.

INTEREST

Description. A key characteristic of a debt instrument is that it bears interest on the
outstanding principal amount; the “interest” component is compensation by the debtor to
the lender for the use of money for a period of time. Interest includes coupon or current
interest accruing at an “interest rate” on the outstanding principal amount of an investment.
Interest is calculated as a percentage of the principal amount borrowed over the time period
of the financing. The basis of calculating interest is defined in term of daysin ayear such
as a 360-day year with 30 days per month (30/360) or a 365-day year with actual days per
month (actual/365).

Examples. There are severa different interest calculation bases in use in the
universe of fixed income securities, including the following:

Discount interest. U.S. Treasury hills, banker’ s acceptances, and, sometimes,
commercial paper pay interest on adiscount basis. That is, the face value of the
security is discounted in price based on the negotiated discount rate. The
investor pays the discounted amount and receives face value at maturity. The
number of daysin the interest period is based on the actual number of days from
purchase to maturity; however, the number of daysin ayear is aways assumed
to be 360, rather than 365. For example, assume a $1 million face value for a
banker’ s acceptance purchased at a discount rate of 3 percent, with aterm to
maturity of 31 days. The agency pays the net amount (the face amount minus
the total interest due), and receives $1 million at maturity.

Discount Interest = $1,000,000X% x3.00% = $2,583.33

Discounted Amount Invested = $1,000,000- $2,583.33 = $997,416.67
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Amount received at maturity = $1,000,000

Note that because buyers of discounted paper invest less than the face value, the
actua yield to maturity on the paper they buy is higher than the discount rate.
The actua yield to maturity of discounted paper is based on the amount
invested, not the face value. The following formula shows the calculation of
yield to maturity for the discounted banker’ s acceptance above.

Yield to Maturity = $2,583.33/((31/360)x$997,416.67) = 3.01%

Interest bearing. Thereis one additional wrinkle in calculating interest on
commercial paper, though not on any other discounted money market
instrumerts. Sometimes commercial paper is sold as “interest bearing.” In that
case, the investor pays the face value, not the discounted amount, for the
commercia paper and receives the face value at maturity plus interest at the
“yield to maturity” rate as calculated above. This method evolved because
investors often desire to invest in round “lots’ (i.e., multiples of 100), rather
than in uneven amounts. The interest-bearing formula was required in order to
provide equal interest earnings regardless of whether the amount invested was
based on the discounted amount or the face value.

30/360 interest. Some securities, including many corporate and federal agency
notes that pay interest semi-annually, use the “30/360-day” basis. That is, they
pay interest based on 30 days in each month, regardless of the actual number of
days in the month. They also use 360, rather than 365, days in the denominator
for the interest calculation.

For example, an investor is calculating how much interest will be received on a
Federal National Mortgage Association (FNMA) 5.25 percent note from the
issue date of March 1, 2002 through the first coupon date of July 1, 2002.
Although the actual number of days from March 1 through July 1is 122
(31+30+31+30), the 30/360 basis of calculation determines that there are only
120 days in the period (30+30+30+30). Therefore, the interest amount for this
period is $17,500.

30/360 Interest = $l000,000x% x5.25% = $17,500.00

Actual/actual interest. U.S. Treasury notes and bonds cal cul ate interest based
on the actual number of days in the interest period, and the actual number of
daysin the year. One way to calculate interest on aU.S. Treasury note is to
calculate the number of days of interest, and then divide by double the actual
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number of days in the coupon period, and multiply the result by one-half of the
coupon rate, which represents the semi-annual interest rate.

For example, an investor purchases a $1 million par value U.S. Treasury note
with a coupon rate of 4 percent on the date of the first coupon payment, April
15, and then must sell the note on September 15. The investor wishesto
determine how much interest will be received on the sale date. The first coupon
date is April 15, and the next coupon payment date is October 15. The entire
maturity period is 183 (15+31+30+31+31+30+15) days. The investor holds the
note from April 15 to September 15, atotal of 153 days, and thusis entitled to
receive 153/183 of the semiannual interest payment, based on the semi-annual
interest rate. The semi-annua interest isone-half of the annual interest rate.
The investor earns interest of $16,721.31.

Actual / actual Interest =$1,000,000x 153
(2x183

) x4.00% = $16,721.31

MATURITY

Description. A key characteristic of a debt instrument is that principal typicaly is
payable by a certain date. The term “maturity” means the date that the stated principal
amount or face amount of the debt investment becomes due and payable to the lender. The
maturity date may be a specified date or a date that is determined under a formula within
the governing documents for the investment. Principal also may mature on multiple dates,
such as with respect to an amortizing mortgage.

Example. Assume a$1 million bond pays interest at arate of 6.25 percent
semiannually, and principal on July 1, 2008. The date principal isto be repad is the
maturity date, July 1, 2008.

WEIGHTED AVERAGE MATURITY

Description. The weighted average maturity of a portfolio (usually expressed in
days to maturity) is the average maturity of the portfolio weighted by a common factor
(such as the market value of each investment). The weighted average maturity provides a
more accurate measure of the impact of maturing investments on the portfolio than the
simple average because it takes into account the share of the portfolio that each investment
represents and places greater weight on larger shares.

Example. Assume a portfolio has two investments: (1) a certificate of deposit with
amarket value of $5 million that maturesin 30 days and (2) a U.S. Treasury bill with a
market value of $10 million that maturesin 60 days. While the average maturity of this
portfolio is 45 days, the weighted average maturity (which takes into account the larger
investment in the U.S. Treasury bill) is ((30 x $5 million)+(60 x $10 million))/$15 million
or 50 days.
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EFFECTIVE MATURITY

Description. The effective maturity of a security is an estimate of the average
maturity of a security with acall feature. See CHAPTER 2, TERMS RELATING TO
COMPONENTS OF A DEBT INSTRUMENT, CALL PROVISION IN A CALLABLE
BOND below. The effective maturity of such a security istruly an estimate given that only
in some, but not all, interest rate scenarios will the security be called.

Example. A municipa bond has a nomina maturity of 30 years but is callable by
the issuer beginning ten years after the initial issuance date. The effective maturity date for
such a security can be estimated to be between the first call and maturity; that is, between
ten years and 30 years. The process for calculating effective maturity is complex.

DURATION (also EFFECTIVE DURATION)

Description. Duration measures the weighted average of the present value of the
cash flows of afixed-income investment. Effective duration measures the price sensitivity
of fixed-income investments, especially for those with embedded option features such as
call options. Asyiedsrise, the effective duration of a callable investment rises to reflect
the fact that it has become less likely to be called. The more rates rise, the longer the
effective duration will become, approaching the duration to maturity. The converseistrue
in a declining interest rate environment (that is, the more rates fall, the shorter the effective
duration will become, approaching the duration to call). For securities without an
embedded option, the duration to call, maturity, and effective duration are all the same.
The calculation for effective duration is complicated and involves averaging the duration
under a simulation of many possible interest rate scenarios in the future (thus, no example
for this calculation appears below).

DENOMINATION

Description. Denomination means the minimum increments by which debt
investments may be sold to investors. Minimum denominations may be used for investor
and seller convenience and/or to limit the types of entities that may be potential purchasers
by limiting minimum denominations to those that typically would be purchased by
institutional investors.

Examples. The following provides examples of different denominations of
securities:

An issue of newly released corporate bonds may be sold to the public in
minimum increments of $5,000;

Public agencies often issue municipal bonds in denominations of $5,000 or any
integral multiple thereof; and

U.S. Treasury hills, notes, and bonds may be purchased in minimum increments
of $10,000.
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CALL PROVISION IN A CALLABLE BOND

Description. A callable bond combines a bond with a call option. The buyer of a

calable bond is executing the exact equivalent of buying a non-callable bond and
simultaneously selling a call option to the seller (i.e., issuer) of the bond. Like all option
sellers, the buyer of a callable bond collects a premium, which comes in the form of a
nominal interest rate on the bond that is higher than the nominal interest rate on a non
callable bond and/or a premium upon the exercise of such a call right. Popular call
provisions include the following three types:

One-Time Call (“European Call”). The bonds may be called one time only
on a pre-specified date after the initial lockout period.

Discrete Call (“Bermudan Call”). The bonds may be called according to a

pre-specified schedule (e.g. monthly, quarterly, or semi-annually) after the
initial lockout period.

Continuous Call (“American Call”’). The bonds are continuously callable
after the initial lockout period. That is, they are callable at any time on or after
thefirst call date.

If the level of interest rates falls sufficiently, the issuer of the bond (who also isthe
buyer of the option) will exercise the option, and call the bond away from the bond investor
(who also isthe seller of the option). When this occurs, the callable bond investor has
received the benefit of higher coupon income from the purchase date through the call date,
but foregoes the higher coupon income from the call date to the maturity date.

If the level of interest rates does not fall sufficiently, the issuer of the bond will not
exercise the call option, and the callable bond investor will receive the full benefit of the
premium in the form of incremental coupon earnings over the full term of the bond.

Example. A public agency purchased a $25 million par value, one-time callable
Federal National Mortgage Association (FNMA) bond paying 3.5 percent interest. The
bond is callable after one year at par value. On the call date, interest rates for smilarly
structured bonds have fallen; therefore, the bond is “called” and bondholders are paid par
value plus interest for the period.

PUT OPTION EMBEDDED IN A BOND

Description. A puttable bond combines an interest-bearing bond with a put option,
which isaright to “put” the bond back to the issuer at an agreed upon price. The investor
of abond with a put option is executing the exact equivalent of buying a bond and
simultaneously buying a put right from the bond issuer. The investor who purchases a
bond with a put option pays a premium for the right to put the bond back to the issuer,
which comes in the form of alower interest rate on the bond than one without such a put
option.
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If the owner of the puttable bond has an economic outlook that foresees the level of
interest rates rising sufficiently (or for other reasons, perhaps relating to cashflow needs),
the investor of a puttable bond will exercise the option and sell the bond back to the issuer.
When this occurs, the purchaser of the bond with the put option has received a lower
interest rate during the period the bond is held but benefits from the liquidity provided by
the put option to reinvest in the market at a higher fixed interest rate.

Example. Agency X purchases floating rate bonds issued by a federal agency that
bear interest based upon a weekly remarketing. A bondholder has the right to put the bond,
at par, every week. Agency X would hold the security during the rising interest rate
environment and would put the bond back to the issuer on the reset date when Agency X’'s
economic outlook indicated that interest rates were peaking. This would allow them to
reinvest the proceeds in afixed rate security that would appreciate in market value as
interest rates remained the same or declined.

CUSIP NUMBER

Description. The Committee on Uniform Security Information Procedures
(CUSIP) Number refers to a securities identification number assigned to each publicly
traded security by the CUSIP Service Bureau operated by Standard & Poor’ s for the
American Bankers Association. The CUSIP Number is a nine-character identifier unique
to the issuer, the specific issue and the maturity, if applicable (the first six characters
identifying the issuer, the next two identifying the security and the last digit providing a
check digit to validate the accuracy of the preceding CUSIP number).

Example. The following CUSIP number is for a discount note issued by the
Federal National Mortgage Association (FNMA):

313588FA8
Six-digit issuer \
identification Two-digit One-digit number to
number for Fannie S check accuracy of
identifier CUSIP number
Mae indicating a
discount note
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TERMSRELATING TO THE PURCHASE OR SALE OF INVESTMENTS

Local agencies may be confronted by confusing and unfamiliar terms and concepts
utilized in connection with the purchase or sale of investments. The following is a
description of certain key concepts with examples.

NET ASSET VALUE

Description. Net asset value (NAV) is aterm used in the mutual fund industry to
determine the average price per share of apool or mutual fund. How this measure varies
over time provides information on whether the pool is stable or variable. NAV is the
market value of al securities in a mutual fund, less the value of the fund’s liabilities,
divided by the number of sharesin the fund outstanding. Shares of mutual funds are
purchased at the fund’s offered NAV.

PRICE

Description. Priceisthe amount of monetary consideration required by awilling
seller and awilling buyer to sell an investment on a particular date.

Example For example, a U.S. Treasury note, with a coupon rate of 6 1/8 percent
sellsat adollar price of 102.75 ($102.75 for every $100 of par value).

PREMIUM

Description. Premium means the difference between the par value of a security and
the cost of the security, when the cost is above par. Investors pay apremium to purchase a
security when the return to the investor (yield) is lower than the stated coupon (interest
rate) on the investment.

Example A U.S. Treasury note with a coupon rate of 6 1/8 percent sells at adollar
price of 102.75 ($102.75 for every $100 of par value) to yield 2.13 percent. The premium
is $2.75 for every $100 of par value, and an investor would pay $1,027,500 for $1 million
par value of the note.

DISCOUNT

Description. Discount means the difference between the par value of a security and
the cost of the security, when the cost is below par. Investors purchase securities at a
discount when return to the investor (yield) is higher than the stated coupon (interest rate)
on the investment.

Example A U.S. Treasury note with coupon rate of 3 percent sells at a dollar price
of 99.53125 ($99.53125 for every $100 of par value) to yield 3.25 percent. The discount is
$0.46875, and an investor would pay $995,312.50 for $1 million par value of the note.
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MARKET VALUE

Description. Market value is the current price at which a security can be traded.

Example. Assume an investor purchases a $1 million U.S. Treasury note with a
coupon rate of 1.625 percent at par. The investor is unable to hold the security to maturity.
The current yield of the security is 1.71 percent, and the market value of the security is
$998,437.50. The investor will receive less than par because market interest rates rose
while the investor was holding the security. Because interest rates rose, the market value of
the security fell.

PAR VALUE

Description. Par valueis the nominal or face value of a security; that is, the dollar
amount on which interest is calculated and principal paid to the investor at maturity.

Example. Aninvestor purchases a U.S. Treasury note with a coupon rate of 6.125
percent at adollar price of $102.75 per $100 of par value for a total investment of
$1,027,500. The investor would receive interest on each coupon date and at maturity based
on $1 million of par value and would receive principal of $1 million based on $1 million of
par value at maturity. The premium of $27,500 would be amortized over the period the
security was held.

BOOK VALUE/COST

Description. The value at which an asset is carried on a balance sheet. Cost (or
“historical cost”) is the amount spent to purchase a security. Book value, aso known as
amortized cost or adjusted cogt, is the historical cost of a security adjusted to reflect the
accumulative accretion of a discount or an amortization of a premium at a given point in
time over the life of the security. The book value constantly changes as the security nears
itsintended call or final maturity date.

Example. Aninvestor purchases a $1 million U.S. Treasury note on December 24,
2003, maturing on December 24, 2007. The original cost is $985,000, so the discount is
$15,000. On December 24, 2004, the adjusted cost of the security would be $988,750. The
book value of the security is adjusted for the $15,000 discount. The accretion of the
$15,000 discount is taken evenly over the remaining four-year period ($15,000/4 = $3,750).
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TERMSRELATING TO INVESTMENT EVALUATION

As discussed in other chapters of this Primer, the fundamental considerations for
evaluating investments of public funds are safety, liquidity, and yield. The following
paragraphs describe those concepts and terms. Following the safety, liquidity, and yield
discussion is a description (with examples) of certain tools used in the evaluation of
individual investments or of an investment portfolio.

SAFETY

Description. In the context of investing public funds, safety relates to preserving the
principal of an investment in an investment portfolio; local agencies address the concerns
of safety by controlling exposure to risks. The following is a discussion of certain terms
and concepts relating to safety. See also CHAPTER 3, STRUCTURING A PORTFOLIO
for adiscussion of investment risk related to a portfolio structure.

Interest rate risk (market risk). Interest rate risk, aso known as market risk, means
the potential risk that the value of securities will decline as the genera level of interest
rates rises. For example, given afixed coupon rate, the value (price) of an investment is
inversaly related to interest rates. Asinterest rates rise, price falls.

Credit risk. Credit risk means the risk that the financial performance or status of an
issuer will fall during the time a security remains outstanding. In the context of a debt
security, credit risk means the possibility that the issuer will be unable to make scheduled
payments of principal and interest. A more common concern for investors is that the
market’ s perception of a corporation’s credit will cause the market value of a security to
decline, even if default is not expected. Credit rating agencies incorporate their view of an
issuer’s and/or specific security’s credit risk in the credit rating assigned to it.

Event risk. Event risk means the risk that an unexpected event will have a negative
impact on an issuer’s ability to meet its financia obligations, including making scheduled
interest and principal payments. Examples include unexpected legal judgments, regulatory
changes, accidents, or corporate restructuring.

Reinvestment risk. Reinvestment risk means the risk that cash flows from
securities will be reinvested at interest rates that are lower than the rate of the original
investment. The types of cash flows that are highly subject to reinvestment risk are
mortgage-backed securities and callable securities because both types of securities are
significantly impacted by changes in interest rates and behavioral responses associated with
these changes. For example, in a declining interest rate environment, agencies investing in
callable bonds may have their securities called and have to reinvest in alower interest rate
environment.

Examples. The following provides examples of the various types of risk identified
above:

Interest raterisk (market risk). The price of aU.S. Treasury note with a
coupon rate of 3.75 percent due in five years declined in price from 103.05 to
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100.03 over atwo-week period when interest rates rose from 2.57 percent to
3.24 percent in October 2002.

Credit risk. The price of a 2% year corporate medium-term note issued by
Household International dropped in price from 105.1 to 95.7 when investors
became concerned about Household' s lending practices.

Event risk. An example of event risk is the impact of unexpectedly high
energy prices on Pacific Gas & Electric’s and Southern California Edison’s
ability to pay their debt obligationsin 2001. The price of PG& E bonds duein
2003 dropped from approximately 98 in November 2000 to approximately 60 in
June 2001, based on the fact that the cost of energy rose dramatically—to a
level that was greater than the utilities legally could charge their customers.

Reinvestment risk. A Federal National Mortgage Association (FNMA) bond
with a 32-year term to maturity yielding 4.02 percent was called at par after one
year. Theinvestor was forced to reinvest the proceeds at lower interest rate
levels—2.35 percent.

Credit rating. Credit rating means a designation used by a credit rating agency to
designate the risk of a security or entity’s credit worthiness. Ratings from different credit
rating agencies may mean different things, each agency typically provides a description of
its rating system. Rating agencies typically discern what is “investment grade” versus
“gpeculative grade,” and provide “short-term” versus “long-term” ratings for particular
investments.

A table of the ratings assigned by the major credit rating agencies (Moody’s
Investors Service, Standard & Poor’s and Fitch Ratings) is included and described in
APPENDIX A. For long-term debt issuance, the ratings range from Aaato C for Moody’s
and from AAA to D for Standard & Poor’s and Fitch. For short-term debt issuance, the
ratings range from P-1 to Not Prime for Moody’s, A-1 to D for Standard & Poor’s, and F-1
to D for Fitch Ratings.

Credit rating agency. A credit rating agency, designated as a Nationally
Recognized Statistical Rating Organization (NRSRO) by the Securities and Exchange
Commission (SEC), describes a nationally (or internationally) recognized firm in the
business of identifying and categorizing the credit risk of an issuer, an individual security
structure or class of debt obligations. The three primary NRSROs are (in al phabetical
order): Fitch Ratings, Moody’s Investors Service and Standard & Poor’s. A fourth
recently designated (as of February 24, 2003) NRSRO is Dominion Bond Rating Service
Limited.

Diversification. Diversification isthe practice of purchasing a variety of
investment instruments from numerous issuers in order to avoid excess exposure to any one
source of risk. Diversification also means the investment in securities that have returns that
are affected in different ways by the same market conditions. An investment official
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should consider diversification for a portfolio based on all forms of risk. Holding securities
from one sector is not considered to be diversified.

Example. A city with a $10 million investment portfolio chooses to invest in
commercia paper up to the maximum permitted under the California
Government Code (25 percent of their portfolio or $2.5 million). They
implement this investment decision by purchasing an equal dollar amount of
commercia paper issued by ten different corporations, thereby limiting their
exposure to the risk of any single corporation as well as complying with the 10
percent per issuer limitation specified in the California Government Code.
Thus, they invest $250,000 in commercia paper issued by each corporation.
The remaining 75 percent of the city’s portfolio isinvested in other market
sectors such as U.S. Treasury and Agency securities and the State Local Agency
Investment Fund (LAIF).

LIQUIDITY

Description. In the context of public fund investing, liquidity can have different
meanings. Liquidity can mean the measure of the ability to convert an instrument to cash
on agiven date. Liquidity also relates tangentialy to the ability to receive the “full-face’
or par value of the instrument in cash. Another definition of liquidity is the ability of an
agency to pay its expenditures with cash equivalent investments, or with investments that
mature on the date cash is needed.

Liquidity risk. Liquidity risk means the inability to sell a security at its fair market
value. Liquidity risk can involve the difference between the price at which adedler is
willing to buy a security and the price that the dealer iswilling to sell the same security;
thisisreferred to as the bid/ask spread. Highly liquid securities such as U.S. Treasury
securities can have bid/ask spreads of less than 1/32nd of one point, while some illiquid
securities may have bid/ask spreads of several points.

Examples. The following are examples illustrating the concepts of liquidity:

Agency X purchases a guaranteed investment contract that may